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Oct statements showed $15.4 m loss on sale of stocks and a total monthly loss of $7m bringir
at Oct 31, 2001 to only $14.1 million compared to $107 m last year same time. A 87% decreat

In Sept you sald Doug and you were comfortable that FY 02 earnings would be'enough f0 cov
needs...about §120m. Are you still on track for that? Was the October loss of $7m a part of th:

-Sincerely, S .
‘Sleepless in San Diego '

http://www.signonsandiego.com/news/metro/pension/images/earningseek.gif 1/9/2006
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Municipal Secondary Market Disclosure
Information Cover Sheet

This cover sheet should be sent with all submissions made to the Municipal Securities Rulemaking Board, Nationally Recognized
Municipal Securities Information Repositories, and any applicable State Information Depository, whether the filing is voluntary or
made pursuant to Securities and Exchange Commission rule 15¢2-12 or any analogous state statute.

See www.sec.gov/info/municipal/nrmsir.htm for list of current NRMSIRs and SIDs

IF THIS FILING RELATES TO A SINGLE BOND ISSUE:

Provide name of bond issue exactly as it appears on the cover of the Official Statement (please include name of state where issuer is
located): )

Provide nine-digit CUSIP* numbers if available, to which the information relates:

IF THIS FILING RELATES TO ALL SECURITIES ISSUED BY THE ISSUER OR ALL SECURITIES OF A SPECIFIC CREDIT OR
ISSUED UNDER A SINGLE INDENTURE:

Issuer’s Name (please include name of state where Issuer is located):

THE CITY OF SAN DIEGO, CALIFORNIA (OBLIGOR, PURSUANT TO CERTIFICATES OF PARTICIPATION);
PUBLIC FACILITIES FINANCING AUTHORITY OF THE CITY OF SAN DIEGO; CITY OF SAN DIEGO/MTDB
AUTHORITY; AND CONVENTION CENTER EXPANSION FINANCING AUTHORITY (STATE: CALIFORNIA)

Other Obligated Person’s Name (if any):
THE CITY OF SAN DIEGO, CALIFORNIA ~ IN EACH CASE, THE ULTIMATE CREDIT BEING THE GENERAL FUND
OF THE CITY OF SAN DIEGO

Provide six-digit CUSIP* number(s), if available, of Issuer: 797299, 797260, 797448, 797299, and 79727L

*(Contact CUSIP"s Municipal Disclosure Assistance Line at 212.438.6518 for assistance with obtaining the proper CUSIP numbers.)

TYPE OF FILING: A
0 Electronic (Number of pages attached) y Paper (Number of pages attached): 23

If information is also available on the Internet, give URL:" s




WHAT TYPE OF INFORMATION ARE YOU PROVIDING? (Check all that apply)

A. 0 Annual Financial Information and Operating Data pursuant to Rule 15¢2-12
(Financial information and operating data should not be filed with the MSRB.) -

B. " Audited Financial Statements or CAFR pursuant to Rule 15¢2-12

C. [ ""Notice of a Material Event pursuant to Rule 15¢2-12 (Check as appropriate)

1. [ Principal and interest payment delinquencies 6. [ Adverse tax opinions or events affecting the tax-

2. D Non-payment related defaults exempt status of the security

. . 7. [ Modifications to the rights of security holders
3. [ Unscheduled draivs on debt service reserves reflecting s J

financial difficulties 8. [ Bondcalls
4. [ Unscheduled draws on credit enhancements reflecting 9. 0 Defeasances

financial difficultie - .
s 10. U Release, substitution, or sale of property securing

5. [ Substitution of credit or liquidity providers, or their repayment of the securities

failure to perform 11. 0 Rating changes

D. 0 Notice of Failure to Provide Annual Financial Information as Required
E. ‘J Other Secondary Market Information (Specify): Voluntary Report of Information relating to the obligations of the City with
respect to the San Diego City Employees Retirement System and certain errors to the Comprehensive Annual Financial Report

of the City of San Diego for the fiscal year ended June 30, 2002.

I hereby represent that J am authorized by the issuer or obligor or its agent to distribute this information publicly:

Issv = Lontact:
Name:  PATRICIA T. FRAZIER Title: DEPUTY CITY MANAGER

Employer: CITY OF SAN DIEGO
Address: 202 CSTREET, MAIL STATION 9B, SAN DIEGO, CA 92101

Obligor Contact, if any:

Name  PATRICIA T. FRAZIER Title: DEPUTY CITY MANAGER
Employer: CITY OF SAN DIEGO

Address: 202 CSTREET, MAIL STATION 9B, SAN DIEGO, CA 92101

Investor and Credit Relations Contact:

Name: LAKSHMI KOMDMI Title: DEPUTY DIRECTOR, FINANCING SERVICES
Telephone: (619) 236-6928 Fax: (619) 235-5835

Press Contact:
Name: CARL NETTLETON Title: DIRECTOR OF PUBLIC AND MEDIA AFFAIRS
Telephone: (619) 236-6851 Fax: (619) 235-5266




YOLUNTARY REPORT OF INFORMATION
DATED JANUARY 27, 2004

RELATING TO

$25,070,000
Public Facilities Financing Authority
of the City of San Diego
Lease Revenue Bonds, Series 2002B
(Fire and Life Safety Facilities Project)
(CUSTP Number 797299)

317,425,000
City of San Diego
_ 2003 Certificates of Participation
(1993 Balboa Park/Mission Bay Park Refunding)
Evidencing Undivided Proportionate Interest in Lease
Payments to be Wlade by the City of San Diego

Pursuant to a Lease with the San Diego Facilities and

Equipment Leasing Corporation

(CUSIP Number 797260)

$205,000,000
Convention Center Expansion Financing Authority
Lease Revenue Bonds, Series 1998A
(City of San Diego, California, as Lessee)
(CUSIP Number 79727L)

311,720,000
City of San Diego, California
Refunding Certificates of Participation
(Balboa Park and Mission Bay Park Capital
Improvements Program, Series 1991)
Series 1996B
{(CUSIP Number 797260)

$15,255,000
City of San Diego/MTDB Authority
2003 Lease Revenue Refunding Bonds
(San Diego Old Town Light
Rail Transit Extension Refunding)
(CUSTP Number 797448)

$169,685,000
Public Facilities Financing Authority
of the City of San Diego _
Lease Revenue Bonds, Series 2002 (Ballpark Project)
(CUSIP Number 797299)

$33,430,000
City of San Diego, California
Certificates of Participation
(Balboa Park and Mission Bay Park Capital
Improvements Program)
Series 1996A
(CUSIP Number 797260)

$68,425,000
Public Facilities Financing Authority
of the City of San Diego
Taxable Lease Revenue Bonds, Series 1996A
(San Diego Jack Murphy Stadium)
(CUSIP Number 797299)

The City of San Diego, California (the “City”) is submitting this Voluntary
Report of Information (this “Report”) to the Municipal Securities Rulemaking Board (“MSRB")
and the Nationally Recognized Municipal Securities Information Repositories (“NRMSIRs”).
See Exhibit A for the listing of NRMSIRs. The City is submitting this Report on behalf of itself
and on behalf of the Public Facilities Financing Authority of the City of San Diego, the City of
San Diego/MTDB Authority, and the Convention Center Expansion Ejnancing Authority (the
“Issuers”) for the above-mentioned issuances. The City may or may not from time to time
voluntarily submit additional information. This submission does not constitute a commitment to
provide information beyond the disclosure requirements of the Continuing Disclosure
Agreements related to each of the above-mentioned issuances (collectively, the “Continuing

Disclosure Agreements”).



This Report is dated as of January 27, 2004 (the “Dated Date”) and speaks only as
of the Dated Date. Readers are cautioned not to assume that any information has been updated
beyond the Dated Date unless this Report expressly states that it constitutes an update of a
specific matter in a document. The City expressly disclaims any duty of the City or any of the
other Issuers to provide an update of this Report or a further update of any document, or matter
therein, specifically referenced.

The filing of this Report does not constitute or imply any representation (1) that
any or all of the information provided is material to investors, (2) regarding any other financial,
operating or other information about the City or any of the other Issuers, or the above stated
issuances, (3) that no changes, circumstances or events have occurred which may have a bearing
on the security for the above-mentioned issuances or an investor’s decision to buy, sell or hold
the above-mentioned issuances.

Certain statements contained in this Report reflect not historical facts but
forecasts and “forward-looking” statements. In this respect, the words “estimate,” “project,”
“anticipate,” “expect,” “intend,” “believe” and similar expressions are intended to identify
forward-looking statements.  Projections, forecasts, assumptions, expressions of opinions,
estimates and other forward-looking statements, are not to be construed as representations of fact
and are qualified in their entirety by the cautionary statements set forth in this Report.

Any statements regarding the above-mentioned issuances, other than a statement
made by the City in an official release or subsequent notice or annual report, published in a
financial newspaper of general circulation and/or filed with the MSRB or the NRMSIRs, are not
authorized by the City or any of the other Issuers. Neither the City nor any of the other Issuers
shall be responsible for the accuracy, completeness or fairness of any such unauthorized
statement.
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Municipal Secondary Market Disclosure
Information Cover Sheet

This cover sheet should be sent with all submissions made to the Municipal Securities Rulemaking Board, Nationally Recognized
Municipal Securities Information Repositories, and any applicable State Information Depository, whether the filing is voluntary or made
pursuant to Securities and Exchange Commission rule 15¢2-12 or any analogous state statute.

See www.sec.gov/info/municipal/nrmsir.htm for list of current NRMSIRs and SIDs

IF THIS FILING RELATES TO A SINGLE BOND ISSUE:
Provide name of bond issue exactly as it appears on the cover of the Official Statement (please include name of state where issuer is
located):

Provide nine-digit CUSIP* numbers if available, to which the information relates:

IF THIS FILING RELATES TO ALL SECURITIES ISSUED BY THE ISSUER OR ALL SECURITIES OF A SPECIFIC CREDIT OR ISSUED
UNDER A SINGLE INDENTURE:

Issuer’s Name (please include name of state where Issuer is located):

THE CITY OF SAN DIEGO, CALIFORNIA (OBLIGOR, PURSUANT TO CERTIFICATES OF UNDIVIDED INTEREST
INSTALLMENT PAYMENTS PAYABLE FROM NET SYSTEM REVENUES OF THE WATER UTILITY FUND OF THE
CITY OF SAN DIEGO, CALIFORNIA);

PUBLIC FACILITIES FINANCING AUTHORITY OF THE CITY OF SAN DIEGO, CALIFORNIA

Other Obligated Person’s Name (if any):
THE CITY OF SAN DIEGO, CALIFORNIA ~ THE ULTIMATE CREDIT BEING THE WATER UTILITY FUND OF THE
CITY OF SAN DIEGO

Provide six-digit CUSIP* number(s), if available, of Issuer: 797263 and 79730C

*(Contact CUSIP's Municipal Disclosure Assistance Line at 212.438.6518 for assistance with obtaining the proper CUSIP numbers.)

TYPE OF FILING:
[ Electronic (Number of pages attached) \ Paper (Numbér of pages attached): 6

If information is also available on the Internet, give URL:




WHAT TYPE OF INFORMATION ARE YOU PROVIDING? (Check all that apply)

~A. 0 Annual Financial Information and Operating Data pursuant to Rule 15¢2-12
’financia] information and operating data should not be filed with the MSRB.)

B. 0 Audited Financial Statements or CAFR pursuant to Rule 15¢2-12

C. [ Notice of a Material Event pursuant to Rule 15¢2-12 (Check as appropriate)

1. [ Principal and interest payment delinquencies 6. [ Adverse tax opinions or events affecting the tax-

. xempt status of th i
2. [ Non-payment related defaults exempt status ot the secunity

. . 7. 0 Modifications to the rights of security holders
3. 0 Unscheduled draws on debt service reserves reflecting = Y

financial difficultics 8. [ Bond calls

4. [ Unscheduled draws on credit enhancements reflecting 9. [ Defeasances

financial difficultics I .
10. 0 Release, substitution, or sale of property securing

5. [ Substitution of credit or liquidity providers, or their repayment of the securities :

failure to perform 11. 0 Rating changes

D. [ Notice of Failure to Provide Annual Financial Information as Required
E.V Other Secondary Market Information (Specify): Voluntary Report of Information relating to the filing by the City of YVoluntary

Reports of Information with respect to the General Fund of the City and the Sewer Revenue Fund of the City.

I hereby represent that I am authorized by the issuer or obligor or its agent to distribute this information publicly:
“ssuer Contact:

Name  PATRICIA T. FRAZIER Title: DEPUTY CITY MANAGER
Employer: CITY OF SAN DIEGO
Address: 202 C STREET, MAIL STATION 9B, SAN DIEGO, CA 92101

Obligor Contact, if any:

Nanme PATRICIA T. FRAZIER Title: DEPUTY CITY MANAGER
Employer: CITY OF SAN DIEGO

Address: 202 C STREET, MAIL STATION 9B, SAN DIEGO, CA 92101

Investor and Credit Relations Contact:
Namc: LAKSHMI KONMMI Title: DEPUTY DIRECTOR, FINANCING SERVICES
Telephone: (619) 236-6928 Fax: (619) 235-5835

Press Contact:
Name: CARL NETTLETON Title: DIRECTOR OF PUBLIC AND MEDIA AFFAIRS

Telephone: (619) 236-6851 Fax: (619) 235-5266




VOLUNTARY REPORT OF INFORMATION
DATED JANUARY 27,2004

RELATING TO
$385,000,000 $286,945,000
Certificates of Undivided Interest Public Facilities Financing Authority
In Installment Payments Payable From Subordinated Water Revenue Bonds, Series 2002
Net System Revenues Of The Water Utility Fund (Payable Solely from Subordinated Installment
Of The City Of San Diego, California Payments Secured By
Series 1998 Net System Revenues of the Water Utility Fund)
(CUSIP Number 797263) ' (CUSIP Number 79730C)

The City of San Diego, California (the “City”) is submitting this Voluntary Report of
Information (this “Report”) to the Municipal Securities Rulemaking Board (“MSRB”) and the
Nationally Recognized Municipal Securities Information Repositories (“NRMSIRs™). See Exhibit A
for the listing of NRMSIRs. The City is submitting this Report on behalf of itself and on behalf of
the Public Facilities Financing Authority of the City of San Diego (the “Authority”) for the above-
mentioned issuances. The City may or may not from time to time voluntarily submit additional
information. This submission does not constitute a commitment to provide information beyond the
disclosure requirements of the Continuing Disclosure Agreements related to each of the above-
mentioned issuances (collectively, the “Continuing Disclosure Agreements”).

This Report is dated as of January 27, 2004 (the “Dated Date”) and speaks only as of
the Dated Date. Readers are cautioned not to assume that any information has been updated beyond
the Dated Date unless this Report expressly states that it constitutes an update of a specific matter in
a document. The City expressly disclaims any duty of the City or the Authority to provide an
update of this Report or a further update of any document, or matter therein, specifically referenced.

The filing of this Report does not constitute or imply any representation (1) that any
or all of the information provided is material to investors, (2) regarding any other financial,
operating or other information about the City or the Authority, or the above stated issuances,
(3) that no changes, circumstances or events have occurred which may have a bearing on the
security for the above-mentioned issuances or an investor’s decision to buy, sell or hold the above-
mentioned issuances.

Certain statements contained in this Report reflect not historical facts but forecasts
and “forward-looking” statements. In this respect, the words “estimate,” “project,” “anticipate,”
“expect,” “intend,” “believe” and similar expressions are intended to identify forward-looking
statements.  Projections, forecasts, assumptions, expressions of opinions, estimates and other
forward-looking statements, are not to be construed as representations of fact and are qualified in
their entirety by the cautionary statements set forth in this Report.

PR IS

v

Any statements regarding the above-mentioned issuances, other than a statement made by
the City in an official release or subsequent notice or annual report, published in a financial
newspaper of general circulation and/or filed with the MSRB or the NRMSIRs, are not authorized
by the City or the Authority. Neither the City nor the Authority shall be responsible for the
accuracy, completeness or fairness of any such unauthorized statement.
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Municipal Secondary Market Disclosure
Information Cover Sheet

This cover sheet should be sent with all submissions made to the Municipal Securities Rulemaking Board, Nationally Recognized
Municipal Securities Information Repositories, and any applicable State Information Depository, whether the filing is voluntary or made
pursuant to Securities and Exchange Commission rule 15¢2-12 or any analogous state statute.

See www.sec.gov/info/municipal/nrmsir.htm for list of current NRMSIRs and SIDs

{F THIS FILING RELATES TO A SINGLE BOND ISSUE:
Provide name of bond issue exactly as it appears on the cover of the Official Statement (please include name of state where issuer is
located):

Provide nine-digit CUSIP* numbers if available, to which the information relates:
1]

IF THIS FILING RELATES TO ALL SECURITIES ISSUED BY THE ISSUER OR ALL SECURITIES OF A SPECIFIC CREDIT OR ISSUED
UNDER A SINGLE INDENTURE:

Issuer’s Name (please include name of state where Issuer is located):

JPUBLIC FACILITIES FINANCING AUTHORITY OF THE CITY OF SAN DIEGO, CALIFORNIA
Other Obligated Person’s Name (if any):

THE CITY OF SAN DIEGO, CALIFORNIA — THE ULTIMATE CREDIT BEING THE SEWER REVENUE FUND OF THE
CITY OF SAN DIEGO

Provide six-digit CUSIP* number(s), if available, of Issuer: 79730A

*(Contact CUSIP's Municipal Disclosure Assistance Line at 212.438.6518 for assistance with obtaining the proper CUSIP numbers.)

TYPE OF FILING:
0 Electronic (Number of pages attached) V Paper (Number of pages attached): 18

If information is also available on the Intemet, give URL: v




WHAT TYPE OF INFORMATION ARE YOU PROVIDING? (Check all that apply)

-A. [l Annual Financial Information and Operating Data pursuant to Rule 15¢2-12
(Financial information and operating data should not be filed with the MSRB.)

B. [ Audited Financial Statements or CAFR pursuant to Rule 15¢2-12

C. [ Notice of a Material Event pursuant to Rule 15¢2-12 (Check as appropriate)

1. [ Principal and interest payment delinquencies 6. [ Adverse tax opinions or events affecting the tax-

2. I Non-payment related defaults exempt status of the security

. . 7. [ Modifications to the rights of security holders
3. 0 Unscheduled draws on debt service reserves reflecting = Y

financial difficulties 8. 0 Bond calls
4. [ Unscheduled draws on credit enhancements reflecting 9. [ Defeasances

financial difficultics 10. [ Release, substitution, or sale of property securing

5. [ Substitution of credit or liquidity providers, or their repayment of the securities -

failure to perform .
P 11. [ Rating changes

D. [ Notice of Failure to Provide Annual Financial Information as Required
E. v Other Secondary Market Information (Specify): Voluntary Report of Information relating to the obligations of the City with
respect to the San Diego City Employees Retirement System and certain errors to the financial statements of the Metropolitan

Wastewater Utility as of June 30, 2002 and 2001.

“ereby represent that  am authorized by the issuer or obligor or its agent to distribute this information publicly:
~ Issuer Contact:
Name  PATRICIA T. FRAZIER Title: DEPUTY CITY MANAGER

Employer: CITY OF SAN DIEGO
Address: 202 C STREET, MAIL STATION 9B, SAN DIEGO, CA 92101

Obligor Contact, if any:

Name PATRICIA T. FRAZIER Title: DEPUTY CITY MANAGER
Employer: CITY OF SAN DIEGO

Address: 202 C STREET, MAIL STATION 9B, SAN DIEGO, CA 92101

Investor and Credit Relations Contact:
Name: LAKSHMI KONMMI Title: DEPUTY DIRECTOR, FINANCING SERVICES
Telephone: (619) 236-6928 Fax: (619) 235-5835

Press Contact:
Name: CARL NETTLETON Title: DIRECTOR OF PUBLIC AND MEDIA AFFAIRS
Telephone: (619) 236-6851 Fax: (619) 235-5266

9]



VOLUNTARY REPORT OF INFORMATION
DATED JANUARY 27, 2004

RELATING TO

3315,410,000 $250,000,000
Public Facilities Financing Authority Public Facilities Financing Authority
of the City of San Diego of the City of San Diego
Sewer Revenue Bonds, Series 1999A and Series 1999B Sewer Revenue Bonds, Series 1997A and 1997B
(Payable Solely From Installment Payments Secured " (Payable Solely From Installment Payments Secured
By Wastewater System INet Revenues) By Wastewater System Net Revenues)
(CUSIP Number 797304A) (CUSIP Number 79730A)
$350,000,000 $250,000,000
Public Facilities Financing Authority Public Facilities Financing Authority
of the City of San Diego of the City of San Diego
Sewer Revenue Bonds, Series 1993 Sewer Revenue Bonds, Series 1993
(CUSIP Number 79730A) (CUSIP Number 797304)

The City of San Diego, California (the “City”) is submitting this Voluntary
Report of Information (this “Report”) to the Municipal Securities Rulemaking Board (“MSRB”)
and the Nationally Recognized Municipal Securities Information Repositories (“NRMSIRs”).
See Exhibit A for the listing of NRMSIRs. The City is submitting this Report on behalf of itself
and on behalf of the Public Facilities Financing Authority of the City of San Diego (the
“Authority”) for the above-mentioned issuances. The City may or may not from time to time
voluntarily submit additional information. This submission does not constitute a commitment to
provide information beyond the disclosure requirements of any applicable Continuing Disclosure
Agreements related to any of the above-mentioned issuances (collectively, the “Continuing
Disclosure Agreements”).

This Report is dated as of January 27, 2004 (the “Dated Date”) and speaks only as
of the Dated Date. Readers are cautioned not to assume that any information has been updated
beyond the Dated Date unless this Report expressly states that it constitutes an update of a
specific matter in a document. The City expressly disclaims any duty of the City or the
Authority to provide an update of this Report or a further update of any document, or matter
therein, specifically referenced.

The filing of this Report does not constitute or imply any representation (1) that
any or all of the information provided is material to investors, (2) regarding any other financial,
operating or other information about the City or the Authority, or the above stated issuances,
(3) that no changes, circumstances or events have occurred which may have a bearing on the
security for the above-mentioned issuances or an investor’s decision,to buy, sell or hold the
above-mentioned issuances.

Certain statements contained in this Report reflect not historical facts but
forecasts and “forward-looking” statements. In this respect, the words “estimate,” “project,”
“anticipate,” “expect,” “intend,” “believe” and similar expressions are intended to identify
forward-looking statements.  Projections, forecasts, assumptions, expressions of opinions,



estimates and other forward-looking statements, are not to be construed as representations of fact
and are qualified in their entirety by the cautionary statements set forth in this Report.

Any statements regarding the above-mentioned issuances, other than a statement
made by the City in an official release or subsequent notice or annual report, published in a
financial newspaper of general circulation and/or filed with the MSRB or the NRMSIRs, are not
authorized by the City or the Authority. Neither the City nor the Authority shall not be
responsible for the accuracy, completeness or fairness of any such unauthorized statement.
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VINSON & ELKINS L.L.P.

THE WILLARD OFFICE BUILDING -
1455 PENNSVLVANIA AVE, N
WASHINGTON, D.C. 20004. 10118
TELEPHONE {202) 6396500

FAX (202) 639.6604

wwv.velaw.com

e o
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Vinson&Elkins

ATTORNEYS AT LAW

U,

Paul 8. Maco

Direct Dial (202) 639-6705
Direct Fax (202) 879-8905
pmaco@velaw.com

February 18, 2004

Casey Gwinn, Esq.

San Diego City Attorney

Office of the City Attorney

Civic Center Plaza

1200 Third Avenue, Suite 1620
~ San Diego, CA 92101

Dear Mr, Gwinn:

We appreciate being asked to represent the City of .San Diego in connection with the
Securities and Exchange Commission’s (“SEC”) inquiry Jn the Matter of San Diego Municipal
Bond Securities Offerings (MLA-2842). Our experience has been that it is mutually beneficial to
set forth, at the outset of our representation, the role and responsibilities of both our law firm and
the client. That is the purpose of both this letter and the separate Standard Terms of Engagement
for Legal Services that is enclosed with this letter.

Client

, The client for this engagement is the City of San Diego (“the City”). This engagement

does not create an attorney-client relationship with any related persons or entities, such as
parents, subsidiaries, affiliates, employees, officers, directors, shareholders, or partners. Our
representation of the City will not involve the representation of any City employee in their
individual capacity.

Scope of Engagement

As your counsel we will provide legal advice and representation to the City in the SEC
and U.S. Attorney inquiry. As part of our representation, we will conduct an internal review of
City disclosure relating to pension matters in its municipal bond offerings from 1996 to the
‘present and prepare a report with observations, conclusions and recommendations (the
“Report”). The initial scope of internal review will be agreed upon by separate cover. We agree
that the Report is not to be an advocacy document, but an objective “warts and all” report. This
engagement will include only the matter described in this paragraph and any additional matters
that are made part of the engagement by written supplement to this letter.

AUSTIN - BEWING - DALLAS - DUBAI -« HOUSTON « LONDON - MOSCOW » NEW.YORK - SINGAPORE . WASHINGTON.DC



We understand and agree that this is not an exclusive agreement, and you are free to
retain any other counsel of your choosing. We recognize that we shall be disqualified from
representing any other client with interests materially and directly adverse to yours ()in any
matter which is substantially related to our representation of you and (ii) with respect to any
matter where there is a reasonable probability that confidential information you furnished to us
could be used to your disadvantage. You understand and agree that, with those exceptions, we
are free to represent other clients, including clients whose interests may conflict with yours in
litigation, business transactions, or other legal matters. You agree that our representing you in
this matter will not prevent or disqualify us from representing clients adverse to you in other
matters and that you consent in advance to our undertaking such adverse representations.

This engagement and our attorney-client relationship will be terminated when we have
completed the services in the matters covered by this engagement lefter and any written
supplements to this engagement letter. If you later retain us to perform further or additional
services, our attorney-client relationship will be established by another engagement letter.

Our firm represents a number of lawyers and law firms in professional liability, business,
tax and other matters. This means that we may have represented, may currently represent, or in
the future may represent counsel opposing your interests in a matter in which we represent you.
This will not in any way affect the diligence or vigor with which we represent your interests in
the matter or the matters on which you engage our firm. If this is a concern to you, please let us
know and we will check on the particular lawyers involved in your matter or matters,

We understand that our initial representation is in an amount not to exceed $150,000.
This amount may be supplemented in the future based upon mutual agreement. ' :

Cooperation

In order to enable us to render effectively the legal services contemplated, the City has
agreed to disclose fully and accurately all facts and keep us informed of all developments
relating to the inquiry. We necessarily must rely on the accuracy and completeness of the facts
and information you and your agents provide to us. The City has agreed to cooperate fully with
us and to make certain City representatives available to attend meetings, discovery proceedings
and conferences, hearings and other proceedings. We will attempt to schedule depositions,
hearings, etc. to serve the convenience of those representatives, but it is the nature of inquiries
and of litigation that such schedules are often not within our control. ~

We will of course make our best efforts to achieve a result in this inquiry that is
satisfactory to the City. However, because the outcome of inquiry and any subsequent litigation
is subject to the vagaries and risks inherent in the litigation process, it is understood that we
make no promises or guarantees to the City concerning the outcome and cannot do so.

Fees

For this matter, our fees will be based on the time spent by the lawyers and paralegal
persomnel who work on the matter. Based on our understanding of this matter, we anticipate that
most of the work on the City’s matter will be uridertaken by me and my partner, Richard Sauer
with the assistance of several associates as needed. We will also be assisted by our partner Mark

2-



Tuohey. My hourly rate for this matter will be $425, Rick Sauer’s will be $425 and Mark’s will
be $450. All associates will be billed at our reduced level II rates, in recognition of the
governmental nature of the client. In addition to Mark Tuohey, we expect to seek the advice of
partners with expertise in certain areas, such as pension and employee benefits law. Their time
will be charged at the lower of our level II rates or $450 per hour. In an effort to reduce overall
legal costs, we utilize paralegal personnel whenever appropriate. Time devoted .by such
paralegal personnel to client matters is currently charged at billing rates generally ranging from
$145 to $175 per hour. Billing rates for both attorneys and paralegal personnel are, from time to
time, reviewed and adjusted and may be changed with or without notice.

In further effort to minimize legal costs, we anticipate working with and utilizing the staff
of the City Attorney’s Office in a variety of tasks, including the assembly and production of
documents and other materials as requested by the SEC. :

By engaging us, you acknowledge and agree that you are responsible for payment of fees,
expenses and disbursements. In appropriate matters as an accommodation to you, we may agree
to direct our bills to third-party payors (e.g., an insurer), but you agree that you will remain fully
responsible for timely payment of our bills if for any reason the third party does not timely pay
such bills. Likewise, we agree that we owe our professional obligations to you, even when a
third party pays our bills.

Other Charges

In addition to our fees, there will be other charges for items incident to the performance '
of our legal services, such as photocopying, messengers, travel expenses, long-distance-
telephone calls, facsimile transmissions, postage, overtime for secretaries and other non-legal
staff, specialized computer applications such as computerized legal research, and filing fees. The
basis upon which we establish these other charges is set forth in the Standard Terms of
Engagement For Legal Services.

Investment Disclosures .

, Many of the Firm's lawyers, directly or beneficially, own interests in corporations and
other entities or in real property. Although our computerized system used for checking conflicts
of interest tracks all investmeénts made in the name of the Firm, it does not contain data as to
investments made individually by each of the Firm's lawyers. If you are at all concerned about
these individual investments, we will be pleased to canvass our lawyers about their individual
investments in any entity or entities about which you may be concerned. ‘

Withdrawal or Termination

Our relationship is based upon mutual consent and you may terminate our representation
at any time, with or without cause, by notifying us. Your termination of our services will not
affect your responsibility for payment of fees for legal services rendered and of other charges
incurred before termination and in connection with an orderly transition of the matter.

We are subject to the rules of professional conduct for the ju\{isdictions in which we
practice, which list several types of conduct or circumstances that require or allow us to

3.



withdraw from representinig a client, mcludmg for example, nonpayment of fees or costs,
misrepresentation or failure to disclose material facts, fundamental disagreements, and conflict
of interest with another client. We try to identify in advance and discuss with you any situation
which may lead to our withdrawal, and if withdrawal ever becomes necessary, we give you
written notice of our withdrawal. If we elect to withdraw for any reason, you will take all steps
necessary to free us of any obligation to perform further, including the execution of any
documents necessary to complete our withdrawal, and we will be entitled to be paid for all
services rendered and other charges accrued on your behalf to the date of withdrawal.

QOther

If the foregoing, including the items set forth in the enclosed Standard Terms of
Engagement For Legal Services, correctly reflects your understanding of the terms and
conditions of our representation, please so indicate by executing the enclosed copy of this letter
in the space provided below and return it to the unders1gned

. Please contact me if you have any questlons We are pleased to have this opportunity to
be of service and to work with you. _

Very truly yours,
VINSON & ELKINS L.L.P.

By __ //////d

Paul}/Maco

Enclosure
AGREED TO AND ACCEPTED:

- The City of San Diego

By: )%' Z'/I/// .

eslieN. Girard
Assistant City Attorney




VINSON & ELKINS L.L.P.

Standard Terms of Engagement
for Legal Services

This statement sets forth certain standard terms of our engagement as your lawyers and is
intended as a supplement to the engagement letter that we have with you as our client. Unless
modified in writing by mutual agreement, these terms will be an integral part of our agreement
with you as reflected in the engagement letter. Therefore, we ask that you review this statement
carefully and contact us promptly if you have any questions. We suggest that you retain this
statement in your file with the engagement letter. ‘

The Scope of Our Work

You should have a clear understanding of the legal services we will provide. Any
questions that you have should be dealt with promptly.

We will at all times act on your behalf to the best of our ability. Any expressions on our
part concerning the outcome of your legal matters are expressions of our best professional -
judgment, but are not guarantees. Such opinions are necessarily limited by our knowledge of the
facts and are based on the state of the law at the time they are expressed..

It is our policy that the person or entity that we represent is the person or entity that is -
identified in our engagement letter, and absent an express agreement to the contrary does not .
include any affiliates of such person or entity (e.g., if you are a corporation or partnership, any
parents, subsidiaries, employees, officers, directors, shareholders or partners of the corporation
or - partnership, or commonly owned corporations or partnerships; or, if you are a trade
association, any members of the trade association). If you believe this engagement includes
additional entities or persons as our clients you should inform us immediately.

It is also our policy that the attorney-client relationship will be considered terminated
upon our completion of any services that you have retained us to perform. If you later retain us
“to perform further or additional services, our attorney-client relationship will be revived subject
to the terms of engagement that we agree on at that time.

This engagement shall be subject to the Disciplinary Rules of Professional Conduci for
the District of Columbia.

Who Will Provide the Legal Services

Customarily, each client of the firm is served by a principal attorney contact. ‘The
principal attorney should be someone in whom you have confidence and with whom you enjoy
working. You are free to request a change of principal attorney at any time. Subject to the
supervisory role of the principal attorney, your work or parts of it may be performed by other
lawyers and legal assistants in the firm. Such delegation may be for the purpose of involving
Jawyers or legal assistants with special expertise in a given area or for the purpose of providing



services on the most éfficient and timely basis. Whenever practicable, we will advise you of the
names of those attorneys and legal assistants who work on your matters.

How Our Fees Will Be Set

Generally, our fees are based on the time spent by the lawyers and paralegal personnel
who work on the matter. We will charge for all time spent in representing your interests,
including, by way of illustration, telephone" .and office conferences with you and your
representatives, consultants (if any), opposing counsel, and others; conferences among our legal
and paralegal personnel; factual 1nvest1gat10n legal research; respondmg to your requests for us
to provide information to your auditors in connection with reviews or audits of financial
statements; drafting letters and other documents; and travel. We will keep accurate records of
the time we devote to your work in units of quarters of an hour,

The hourly rates of our lawyers and legal assistants are reviewed and adjusted annually
on a Firm-wide basis to reflect current levels of legal experience, changes in overhead costs, and
other factors. The fees for this engagement will be as set forth in the letter to which this
document is attached, unless modified by subsequent amendment to such letter.

Although we may from time to time, at the client's request, furnish estimates of legal fee:s~
and other charges that we anticipate will be incurred, these estimates are by their nature inexact
(due to unforeseeable circumstances) and, therefore, the actual fees and charges ultimately billed

may vary from such estimates.

Additional Charges

In addition to our fees, there will be other charges for items incident to the performance
of our legal services, such as photocopying, messengers, travel expenses, long-distance
telephone calls, facsimile transmissions, postage, overtime for secretaries and other non- -legal
staff, specxahzed computer applications such as computerized legal research, and filing fees. The
current basis for these charges is set forth below. The Firm will review this schedule of charges
on an annual basis and adjust them to take into account changes in the Firm's costs and other
factors.

Duplicating
The Firm charges $.15 per page.

Courier Services

The Firm charges an amount which generally represents cost including the
distribution service provided by the Firm. Depending on the volume of work
performed by a service provider, the Firm may receive a volume discount during a
particular accounting period for which no adjustment is made on an individual
client's bill.

Computer Aided Legal Research (CALR) .



Third party providers of CALR services charge the Firm amounts each month
based on the type, extent, and duration of the services provided. The Firm charges
clients for client research only based on the computed cost to the Firm for the use
of the services. This cost is monitored and revised periodically to achieve an
average "at cost” rate for clients.

Telefax.

-The Firm charges $1.00 per page for outgoing telefaxes, Which includes all
~ telephone costs. '

Telephone

The Firm does not charge for local calls. Due to the Firm-wide volume of long

distance calls and multitude of rates for the various area codes and exchanges

(over 65,000), the Firm does not bill each individual call based on the statements

received from providers, but rather charges a flat rate of $.41 per minute for each

long distance call made within the United States. This rate ($.41) is an

approximation of third party provider charges and internal costs associated with

this service. International calls are charged based on the rate in effect for the -
country being called.

Travel-Related Expenses

Airfare, meals, and related travel expenses charged to the client represent actual, .
out-of-pocket cost. Depending on the volume of both Firm and personal travel,
the Firm may receive beneficial services, including airline tickets from its travel
agent for which no adjustment is made on an individual client's account. In
addition, credits eamed under the Frequent Flyer Programs accrue to the
individual traveler and not to the Firm.

All Other Costs

The Firm charges actual disbursements for third-party services like court
reporters, expert witnesses, etc., and may recoup expenses reasonably incurred in
connection with services performed in-house, such as mail services, secretarial
overtime, file retrieval, etc.

Unless special arrangements are otherwise made, fees and expenses of others (such as
experts, investigators, consultants and court reporters) will be the responsibility of, and billed
directly to, the client. Further, all invoices in excess of $500 will be forwarded to the client for
direct payment.

‘Billing Arrangements and Terms

Our billing rates are based on the assurhption of prompt payment. Consequently, unless
other arrangements are made, fees for services and other charges will be billed monthly and are
payable within thirty days of receipt.



By engaging us, you acknowledge and agree that you are responsible for payment of fees, -
expenses and disbursements. In appropriate matters as an accommodation to you, we may agree
to direct our bills to third-party payors (e.g., an insurer), but you agree that you will remain fully
responsible for timely payment of our bills if for any reason the third party does not timely pay
such bills. Likewise, we agree that we owe our professional obligations to you, even when a
third party pays our bills. :

Confidentiality

We will preserve the confidentiality of information you provide us- consistent with
applicable law including the rules of professional conduct governing lawyers. This confirms
. you agreement that, with respect to firm brochures or other material or information regarding
 the firm and its practice, we may indicate the general nature of our representation of you and
_your identity as a firm client. :

Client and Firm Documents

We will maintain any documents that you furnish to us in our client file (or files) for this
matter. At your request, we will return your documents to you at the conclusion of the matter (or.
earlier, if appropriate). It is your obligation to tell us which, if any, of the documents that you
furnish us that you want returned. We will return those documents to you promptly after our
receipt of payment for outstanding fees and charges. Our own files pertaining to this matter,
including the work performed by our attorneys, will be retained by the firm. Any documents. .
retained by the firm will be kept for a certain period of time, and ultimately we will destroy them
in accordance with our record retention program schedule then in effect.
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April 13, 2004

Ms. Lisa Irvine

Director, Financial Management Department
The City of San Diego

202 C Street

San Diego, California 92101

- -Dear Ms. Irvine:

This letter will confirm KPMG LLP’s (“KPMG") understanding of our engagement to report
upon our audit of the financial statements of the City of San Diego (the “City”) as of and for the
year ended June 30, 2003.

Objectives and limitations of services

We will conduct the audit of the financial statements in accordance with auditing standards
generally accepted in the United States of America and the standards for financial audits
contained in Government Auditing Standards, issued by the Comptroller General of the United
States. The objective of an audit carried out in accordance with such standards is the-expression
of an opinion as to whether the presentation of the financial statements conforms with
accounting principles gencrally accepted in the United States of America. In conducting the
“audit, we will perform tests of the accounting records and such other procedures as we consider
necessary in the circumstances to provide a reasonable basis for our opinion on the financial
statements. We also will assess the accounting principles used and significant estimates made
by management, as well as evaluate the overall financial statement presentation,

Our report will be addressed to the City Council of the City. We cannot provide assurance that
an unqualified opinion will be rendered. Circumstances may arise in which it is necessary for
us to modify our report or withdraw from the engagement. Our audit is planned and performed
to obtain reasonable, but not absolute assurance about whether the financial statements are free
of material misstatement, whether caused by error or fraud. Absolute assurance is not attainable
because of the nature of audit evidence and the characteristics of fraud. Therefore, there is a
risk that material errors, fraud (including fraud that may be an illegal act), and other illegal acts
may exist and not be detected by an audit performed in accordance with auditing standards
generally accepted in the United States of America. Also, an audit is not designed to detect
matters that are immaterial to the financial statements. )
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In planning and performing our audit, we will consider the City’s internal control in order to.
determine the nature, timing and extent of our auditing procedures for the purpose of expressing
an opinion on the financial statements and not to provide assurance on intémal control, The
limited purpose of this consideration may not meet the needs of some users who require
additional information about internal control. We can provide other services to provide you
with additional information on internal control which we would be happy to discuss with you at

your convenience. '

As part of obtaining reasonable assurance about whether the financial statements are free of
material misstatement, we will perform tests of the City’s compliance with certain provisions of
laws, regulations, contracts and grants violations of which could have a direct and material
affect on the financial statements. However, our objective is not to provide an opinion on
overall compliance with such provisions.

Our responsibility to communicate with the City Council

“In accordance with Government Auditing Standards, we will prepare & written report, Report on
Compliance and Internal Control Over Financial Reporting Based on an Audit of Financial
Statements Performed in Accordance With Government Auditing Standards (GAS report), on
our consideration of internal control and tests of comipliance made as part of our audit of the
financial statements. While the objective of our audit of the financial statement is not to report
on the City’s internal control and we are not obligated to search for reportable conditions as part
of our audit this report will include any reportable conditioris to the extent they come to our
attention. Reportable conditions are significant deficiencies in the design or opéeration of
internal control which could advérsely affect the City’s ability to record, process, summarize
and report financial dafa consistent with the assertions of management in the financial
statements under audit. This report will also include all illegal acts and fraud and material
violations of grants and contracts, and abuse. It will indicate that it is intended solely for the
information and use of the City Council and management of the City and that it is not intended

to'be and should not be used by anyone other than these specified parties.

In accordance with Government Auditing Standards we will also issue a management letter to
communicate other deficiencies in internal controls that are not reportable conditions and other
violations of grants and contracts, and abuse that- comes to our attention unless clearly

inconsequential,

In accordance with Government Auditing Standards, we are also required in certain
circumstances to report fraud or illegal acts directly to parties outside the auditee,

We will also communicate to you verbally disagreements with management or other serious
difficulties encountered in performance of our audit or review services. We believe verbal
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communication of matters such as those noted above is the appropriate forum to provide open
and frank dialogue.

We will réport to you, in writing, the following matters:

e  Audit adjustments arising from the audit that could, in our judgment, either individually
or in aggregate, have a significant effect on the City’s financial reporting process. In
this context, audit adjustments, whether or not recorded by the entity, are proposed
corrections of the financial statements that, in our judgment, may not have been
detected except through the auditing procedures performed.

¢ Uncorrected misstatements aggregated during the current engagement and pertaining to
the latest period presented that were determined by management to be immaterial, both

individually and in aggregate.

® Other matters required to be communicated by Statement on Audmng Standards No.
61, Communication with Audit Committees.

We will also read minutes, if any, of audit committee meetings for consistency with our
understanding of the communications made to you and determine that you have received copies
of all material written communications between ourselves and management. We will also
determine that you have been informed of i) the initial selection of, or the reasons for any
change in, significant accounting policies or their application during the period under audit, ii)
the methods used by management to account for significant unusual transactions and iii) the
effect of significant accounting policies in controversial or emerging areas for which there is a
lack of authoritative guidance or consensus.

I, in performance of our audit procedures, circumstances arise which make it necessary
to modify our report or withdraw from the engagement, we will communicate to you our
reasons for withdrawal,

Management responsibilities

The management of the City is responsible for the fair presentation, in accordance with
generally accepted accounting standards, of the financial statements and all representations
contained therein. Management also is responsible for preventing and detecting fraud, for
adopting sound accounting policics and establishing and maintaining effective internal controls
and procedures for financial reporting to maintain the reliability of the financial statements and
to provide reasonable assurance against the possibility of misstatements that are material to the
financial statements, Management also is responsible for informing us of all reportable
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conditions, of which it has knowledge, in the design or operation of such controls. Management
also is responsible for identifying and ensuring that City complies with laws, regulations,
contracts and grants applicable to its activitics, and for informing us of any known material
violations of such laws and regulations.

~ The City agrees that all records, documentation, and information we request in connection with
our audit wilt be made available to us, that all material information will be disclosed to us, and
that we will have the full cooperation of the City’s personnel. As required by auditing standards
generally accepted in the United States of America, we will make specific inquiries of
management about the representations embodied in the financial statements and the
effectiveness of intérnal control, and obtain a representation letter from management about these
matters. The responses to our inquiries, the written representations, and the results of audit tests
comprise the evidential matter we will rely upon in forming an opinion on the financial
statements. ’

In accordance with Government Auditing Standards, as part of our planning of the audit we will
consider the results of previous audits and follow up on known significant findings and
recommendations that directly relate to the objectives of the audit. To assist us, management
agrees to identify previous financial audits, attestation engagements, performance audits, or
other studies related to the objectives of the audit being undertaken and to identify corrective
actions taken to address significant findings and recommendations prior to the date of our
auditors’ report. :

Management is responsible for adjusting the financial statements to correct material
misstatements and for affirming to us in the representation letter that the effects of any
unrecorded misstatements aggregated by us during the current engageément and pertaining to the
latest period presented are immaterial, both individually and in the aggregate, to the financial
statements being reported upon. Because of the importance of management’s representations to
the effective performance of our services, the City agrees o release KPMG and its personnel
from any claims, liabilities, costs and expenses relating to our services under this letter
attributable to any misrepresentations in the representation letter referred to above.

Management is also responsible f& providing us with written responses in accordance with
Government Auditing Standards to the findings included in the GAS report within seven days of
being provided with draft findings. :

Management is responsible for the distribution of the reports issued by KPMG. In accordance
with Government Auditing Standards, the reports issued citing Government Auditing Standards
are to be made available for public inspection.
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Offering documents

We understand that the City will, from time to time, wish to include these financial statements
in a document offering securities and may request that we agree to include our report on these
financial statements in the offering document. 'We will consider agreeing to the inclusion of our
teport by separate agreement,

Other engagement matters

-The City has retained the law firm of Vinson & Elkins LLP (*Counsel”) to conduct an
independent investigation of the City’s disclosures relating to pension matters in its municipal
bond offering from 1996 to February 2004 and certain other matters (the “Investigation™) and to

- - prepare a written report with observations, conclusions and recommendations (the “Report™).
The City agrees to provide complete and unrestricted access to the Investigation, including but
not limited to the scope of the Investigation and the periods covered, procedures performed,
people interviewed, interview notes or memoranda, other paper and electronic data collected,
including responsive emails, email “search” terms used, findings, recommendations and

~remedial actions, if any, In addition, we will require 2 complete briefing as to the status of the
" Investigation as soon as possible after retaining KPMG and we will require weekly status
updates. .

We will not issue our auditors® report on the City’s basic financial statements until such

Investigation is complete. In the event that KPMG determines that the Investigation or any

-aspect thereof is insufficient to allow us complete our audit of the City's basic financial

statements or any fimd financial statements, KPMG may modify our report or withdraw from

" the engagement. KPMG requests and the City agrees that public announcements

"pertaining to KPMG's engagement as the City’s auditors or its ongoing audit progress
and findings will be subject to review and consent by KPMG prior to dissemination.

. This letter shall serve as the City’s authorization for the use of e-mail and other electronic

" methods to transmit and receive information, including confidential information, between
KPMG and the City and between KPMG and outside specialists or other entities engaged by
.either KPMG or the City. The City acknowledges that e-mail travels over the public Internet,
which is not a secure means of communication and, thus, confidentiality of the transmitted
information could be compromised through no fault of KPMG.
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Further, for purposes of the services described in this letter only, the City hereby grants to
KPMG a limited, revocable, non-exclusive, non-transferable, paid up and royalty-free license,
without right of sublicense, to use all names, Jogos, trademarks and service marks of the City
solely for presentations or reports to the City or for internal KPMG presentations and intranet

sites.

KPMG is a limited liability partnerslu'p. comprising both certified public accountants and certain
principals who are not licensed as certified public accountants. Such principeals may participate
in the engagements to provide the services described in this letter. -

Work paper access by regulators and others

The work papers for this engagement are the property of KPMG. Pursuant to Government
Auditing Standards, we are required to make certain work papers available in a full and timely
. manuer to regulatory agencies ‘upon request for their reviews of audit quality and for use by
their auditors. In eddition, we may be requested to make certain work papers available fo
regulators pursuant to authority given to it by law or regulation. Access to the requested work
papers will be provided under supervision of KPMG personnel. Furthermore, upon request, we
may provide photocopies of selected work papers to regulatory agencies. These regulatory
agencies may intend, or decide, to distribute the photocopies or information contained therein to
others, including other government agencies. We agree to maintain the work papers for a period
- of not less than seven (7) years.
In the event KPMG is requested pursuant to subpoena or other legal process to produce its
documents relating to this engagement in judicial or administrative proceedings to which
KPMG is not a party, the City shall reimburse KPMG at standard billing rates for its
professional time and expenses, including reasonable attorney’s fees, incurred in responding to
such request. '

Additional reports
We expect to issue as part of this engagement independent auditors’ reports on the following:
¢ Financial Statements of the Metropolitan Wastewater Utility Fund;

¢ Financial Statements of the Water Utility Fund.
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Other Government Auditing Standards matters

As required by Government Auditing Standards, we have attached a copy of KPMG's
most recent peer review report and letter of comments.

We may also assist management in drafting the financial statements and notes. In accordance
with Government Auditing Standards, we are required to confirm that management accepts
responmblhty for the financial statements and notes and, therefore, has a responsibility to be in a
position in fact and appearance to make an informed judgment about them and that management

will:

® Designate a qualified management~level individual to be responsible and aocounmble
for overseeing the drafting of the financial statements.

"o Establish and monitor the performance of the engagement to ensure that it meets
management’s objectives, :

* Make any decisions that involve management functions related to the engagement and
+ accept full responsibility for such decisions.

*  Evaluate the adequacy of the financial statements and notes.

Timing

The City requests, and KPMG agrees, that KPMG will commence its audit of the financial
statements for the fiscal year ended June 30, 2003, for the City’s basic financial statements, and
the audits of the Metropolitan Wastewater Utility fund and Water Utility fund financial
statements for the fiscal year ended June 30, 2003 at the same time, However, no assurance can
be given as to the completion of our audits or the timing of the issuance of the auditors® reports
on either the basic financial statements, the Metropolitan Wastewater Utility fund financial
statements or the Water Utility fund financial statements.

Compensation
Our fees will be based on the following hourly rates:

Partner $400
Senior Manager $350
Senior Associate $200
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Associate $150
. Clerical . $60

In addition, expenses for items such as travel, telephone, postage, and typing, printing and
reproduction of the financial statements will be billed for reimbursement as incurred.

KPMG estimates that the cost of all services pursuant to this engagement wxll be approximately
$700,000 to $800,000. This is an estimate only, and the City acknowledges-that additional
expenditures may be required to complete the engagement. This agreement shall be
supplemented as appropriate upon the further suthorization of the City Council.

This agreement may be terminated at any time by the City or KPMG for convenience, but the
City agrees that KPMG will be compensated for actual services rendered pursuant to this
agreement at the hourly rates and expenses as set forth in the table set forth above, but in no
* event in an amount exceeding the amount authorized by the City Managet and, if apphcable, by
the City Council. KPMG shall provide weekly billings for its services; payment is due within
ten (10) days of receipt. We understand that Lisa Irvine will be the contract administrator for

our engagement.

We shall be pleased to discuss this letter with you at any time. For your convenience in
confirming these arrangements, we enclose a copy of this letter. Please sign and return it to us.

Very truly yours,
KPMGLLP

S st

Steven DeVetter
Partner :
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‘th\ae Embémaggm‘ Center o : Telephione 416:951 0100
Sam.Frangisco, GA 84111 :

August 9, 2004

Mzr. Leslie J. Girard
Assistant City Attorney -
Office of the City Attorney
City of San Diego
1200 Third Avenue, Suite 1620
~San Diego, CA 92101

" Re: Investigation

Dear Mr. Girard:

To date, we have had several discussions with Paiil Maco of Vinson & Elkins (V&E) and
have read the material provided by V&E with reference to their investigation and the
formal inquiry and investigation being conducted by the. Securities .and Exchange
Commission (SEC), the Department of Justice and US Attorney Office. Based on these
discussions and our reading of the documents provided, we understand the following:

1. In September 2003, Ms. Diann Shipione, a San Diego City Employees’ Retirement
System (SDCERS) Board Member and Trustee, notified city officials and
underwriters of errors and omissions in the City’s financial statements dating back to
1996 and asserted the errors falsely improved the City’s financial condition and were
done intentionally to misstate and hide the real condition of the pension system.

2. Subsequent to the notification by Ms, Shipione, the City retracted the Preliminary
Official Statement relating to a $505 million bond offering, filed a voluntary
disclosure statement with the SEC acknowledging errors and omissions and engaged
V&E to investigate and issue a report on the disclosure practices of the City.

3. The city has sold more than $2.3 billion in municipal bonds using financial
statements believed to contain certain errors or omissions.

. 4. Ms. Shipione has alleged in various communications with the City Council, Mayor

- and other top city officials, that the steps taken to deliberately underfund the plan are
illegal, violate the City Charter, and are at odds with statutes and court cases of the
State of California.

5. Ms. Shipione has alleged that the decision to allow the underfunding was reached
through a corrupt process in which the required funding was deferred to garner
benefits for current employees.

.I.. KPMG LLP, 8.USS. iinwiod kadily partnerahip, is the {5,
fhotmber fitm 6f KPMG latemational, 8 Swiss coaperalive.”
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6. On June 11, 2004, the City reached a tentative settlement on the Gleason lawsuit.
The Gleason lawsuit alleged that the underfunding of the pension plan was illegal and .
violated the City Charter, Municipal Code and California Constitution and that the
SDCERS Board breached their fiduciary duties by allowing the City to underfund the
plan. The settlement was reached without resolving the legal questions raised.

7. The SEC launched a formal inquiry in February 2004 under the anti-fraud provisions
of section 17(a) 2&3 of the Securities Act of 1933 with reference the City’s previous
bond offerings. As part of that inquiry, we understand that the SEC may be
considering allegations made in the press, and in particular allegations made by Ms.
Shipione.

8. An e-mail provided to the SEC appears to indicate the SDCERS actuary may have
worked with the City to change assumptions with the intent of lowering the
calculated actuarial required contribution by the City.

AICPA Professional Standards state in section AU 317:

A0 When the auditor becomes aware of information concerning a possible
illegal act, the auditor should obtain an understanding of the nature of the act, the
circumstances in which it occurred, and sufficient other information to evaluate the
effect on the financial statements. In doing so, the auditor should inquire of
management at a level above those involved, if possible. if management does not
provide satisfactory information that there has been no illegal act, the auditor
should—
a. Consult with the -client's legal counsel or other specialists about the
application of relevant laws and regulations to the circumstances and the
possible effects on the financial statements. Arrangements for such consultation
with client's legal counsel should be made by the client.

b. Apply additional procedures, if necessary, to obtain further
. understanding of the nature of the acts.

As indicated in our engagement letter dated April 13, 2004, we will not issue our
auditors’ report until 3 determination is made that the investigation being conducted by
V&E is sufficient and complete. We acknowledge V&E's effort and cooperanon in
explaining the process they are undertaking to KPMG.

Based on discussions with you, V&E, and the reading of the documents provided and,
consistent with our previous conversations, we are providing you the following
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observations regarding our understanding of the scope of the investigation to help avoid
surprises once we review the draft report.

We believe the investigation being conducted by V&E should address and resolve the
following questions:

1. Whether or not the financial statements and or the disclosures in the financial
statements were intentionally misleading and, if yes, what individuals were involved
and what, if any, remedial action is recommended?

2. Did the City enter into any agreement, including the “Managers Two” agreement, or
otherwise take any actions that resulted in the underfunding or misuse of pension
funds that is a violation of State, City or other laws?

3. Did the SDCERS Board breach their fiduciary duty by allowing the City to underfund
the plan in exchange for additional benefits for current employees and could this
action have been in violation of any laws? '

‘4, Is the use of surplus earnings to bay city obligations such as benefits outside of the
plan illegal?

.5, Did the City violate the City Charter by failing to fund its retirement plan as required
by the City Charter?

" 6. Did the SDCERS Board and/or the City violate the California Constitution by
allowing the City to intentionally underfund the plan?

7. Was undue influence placed on the actuary to change assumptions to reduce the
shortfall of the City’s contribution compared to the ARC, and, if yes, at whose
direction and what action does the City plan to take to rectify this action, if
applicable? '

It is our understanding that the electronic evidence gathered by the investigation has been
limited to documents identified by City employees in response to a SEC subpoena. In
order to adequately address the allegations raised, we believe the investigation should
consider conducting independent electronic discovery.

As the investigation progresses and we are provided access to information as outhned in
our engagement letter, we miay request that the investigation consider additional items.
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We respectfully request your written response to ‘theée questions regarding the
investigation.

Very truly vours,
KPMG LLP

S DBt

Steven G. DeVetter
Partner
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AU Section 317
lllegal Acts by Clients

(Supersedes section 328)
Source: SAS No. 54.
See section 9317 for inferpretations of this section.

Effective for audits of financial statements for periods beginning on or after January
1, 1989, unless otherwise indicated.

.01 This section prescribes the nature and extent of the consideration an
independent auditor should give to the possibility of illegal acts by a client in
an audit of financial statements in accordance with generally accepted audit-
ing standards. The section also provides guidance on the auditor’s responsibili-
ties when a possible illegal act is detected.

Definition of lllegal Acts

.02 The term illegal acts, for purposes of this section, refers to violations
of laws or governmental regulations. Illegal acts by clients are acts attributable
to the entity whose financial statements are under audit or acts by manage-
ment or employees acting on behalf of the entity. Illegal acts by clients do not
include personal misconduct by the entity’s personnel unrelated to their busi-
ness activities.

Dependence on Legal Judgment

.03 Whether an act is, in fact, illegal is a determination that is normally
beyond the auditor’s professional competence. An auditor, in reporting on
financial statements, presents himself as one who is proficient in accounting
and auditing. The auditor’s training, experience, and understanding of the
client and its industry may provide a basis for recognition that some client acts
coming to his attention may be illegal. However, the determination as to
whether a particular act is illegal would generally be based on the advice of an
informed expert qualified to practice law or may have to await final determi-
nation by a court of law.

Relation to Financial Statements

.04 Illegal acts vary considerably in their relation to the financial state-
ments. Generally, the further removed an illegal act is from the events and
transactions ordinarily reflected in financial statements, the less likely the
auditor is to become aware of the act or to recognize its possible illegality.

.05 The auditor considers laws and regulations that are generally recog-
nized by auditors to have a direct and material effect on the determination of
financial statement amounts. For example, tax laws affect accruals and the
amount recognized as expense in the accounting period; applicable laws and
regulations may affect the amount of revenue accrued under government
contracts. However, the auditor considers such laws or regulations from the
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perspective of their known relation to audit objectives derived from financial
statements assertions rather than from the perspective of legality per se. The
auditor’s responsibility to detect and report misstatements resulting from
illegal acts having a direct and material effect on the determination of financial
statement amounts is the same as that for misstatements caused by error or
fraud as described in section 110, Responsibilities and Functions of the Inde-
pendent Auditor.

.06 Entities may be affected by many other laws or regulations, including
those related to securities trading, occupational safety and health, food and
drug administration, environmental protection, equal employment, and price-
fixing or other antitrust violations. Generally, these laws and regulations
relate more to an entity’s operating aspects than to its financial and accounting
aspects, and their financial statement effect is indirect. An auditor ordinarily
does not have sufficient basis for recognizing possible violations of such laws
and regulations. Their indirect effect is normally the result of the need to
disclose a contingent liability because of the allegation or determination of
illegality. For example, securities may be purchased or sold based on inside
information. While the direct effects of the purchase or sale may be recorded
appropriately, their indirect effect, the possible contingent liability for violat-
ing securities laws, may not be appropriately disclosed. Even when violations
of such laws and regulations can have consequences material to the financial
statements, the auditor may not become aware of the existence of the illegal
act unless he is informed by the client, or there is evidence of a governmental
agency investigation or enforcement proceeding in the records, documents, or
other information normally inspected in an audit of financial statements.

The Auditor’s Consideration of the Possibility of
lllegal Acts

.07 As explained in paragraph .05, certain illegal acts have a direct and
material effect on the determination of financial statement amounts. Other
illegal acts, such as those described in paragraph .06, may, in particular
circumstances, be regarded as having material but indirect effects on financial
statements. The auditor’s responsibility with respect to detecting, considering
the financial statement effects of, and reporting these other illegal acts is
described in this section. These other illegal acts are hereinafter referred to
simply as illegal acts. The auditor should be aware of the possibility that such
illegal acts may have occurred. If specific information comes to the auditor’s
attention that provides evidence concerning the existence of possible illegal
acts that could have a material indirect effect on the financial statements, the
auditor should apply audit procedures specifically directed to ascertaining
whether an illegal act has occurred. However, because of the characteristics of
illegal acts explained above, an audit made in accordance with generally
accepted auditing standards provides no assurance that illegal acts will be
detected or that any contingent liabilities that may result will be disclosed.

Audit Procedures in the Absence of Evidence Concerning
Possible lllegal Acts

.08 Normally, an audit in accordance with generally accepted auditing
standards does not include audit procedures specifically designed to detect
illegal acts. However, procedures applied for the purpose of forming an opinion
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on the financial statements may bring possible illegal acts to the auditor’s
attention. For example, such procedures include reading minutes; inquiring of
the client’s management and legal counsel concerning litigation, claims, and
assessments; performing substantive tests of details of transactions or bal-
ances. The auditor should make inquiries of management concerning the
client’s compliance with laws and regulations. Where applicable, the auditor
should also inquire of management concerning—

® The client’s policies relative to the prevention of illegal acts.

® The use of directives issued by the client and periodic representations
obtained by the client from management at appropriate levels of
authority concerning compliance with laws and regulations.

The auditor also obtains written representations from management concerning
the absence of violations or possible violations of laws or regulations whose
effects should be considered for disclosure in the financial statements or as a
basis for recording a loss contingency. (See section 333, Management Repre-
sentations.) The auditor need perform no further procedures in this area absent
specific information concerning possible illegal acts.

Specific Information Concerning Possible lllegal Acts

.09 In applying audit procedures and evaluating the results of those
procedures, the auditor may encounter specific information that may raise a
question concerning possible illegal acts, such as the following:

@ Unauthorized transactions, improperly recorded transactions, or
transactions not recorded in a complete or timely manner in order to
maintain accountability for assets

® Investigation by a governmental agency, an enforcement proceeding,
or payment of unusual fines or penalties

® Violations of laws or regulations cited in reports of examinations by
regulatory agencies that have been made available to the auditor

® Large payments for unspecified services to consultants, affiliates, or
employees

® Sales commissions or agents’ fees that appear excessive in relation to
those normally paid by the client or to the services actually received

® Unusually large payments in cash, purchases of bank cashiers’ checks
in large amounts payable to bearer, transfers to numbered bank
accounts, or similar transactions

Unexplained payments made to government officials or employees

Failure to file tax returns or pay government duties or similar fees
that are common to the entity’s industry or the nature of its business

Audit Procedures in Response to Possible lllegal Acts

.10 When the auditor becomes aware of information concerning a possible
illegal act, the auditor should obtain an understanding of the nature of the act,
the circumstances in which it occurred, and sufficient other information to
evaluate the effect on the financial statements. In doing so, the auditor should
inquire of management at a level above those involved, if possible. If management
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does not providé satisfactory information that there has been no illegal act, the
auditor should—

a. Consult with the client’s legal counsel or other specialists about the
application of relevant laws and regulations to the circumstances and
the possible effects on the financial statements. Arrangements for
such consultation with client’s legal counsel should be made by the
client.

b. Apply additional procedures, if necessary, to obtain further under-
standing of the nature of the acts.

.11 The additional audit procedures considered necessary, if any, might
include procedures such as the following:

a. Examine supporting documents, such as invoices, canceled checks,
and agreements and compare with accounting records.

b. Confirm significant information concerning the matter with the
other party to the transaction or with intermediaries, such as banks
or lawyers.

¢. Determine whether the transaction has been properly authorized.

d. Consider whether other similar transactions or events may have
occurred, and apply procedures to identify them.

The Auditor’s Response to Detected lllegal Acts

.12 When the auditor concludes, based on information obtained and, if
necessary, consultation with legal counsel, that an illegal act has or is likely to
have occurred, the auditor should consider the effect on the financial state-
ments as well as the implications for other aspects of the audit.

The Auditor’s Consideration of Financial Statement Effect

.13 In evaluating the materiality of an illegal act that comes fo his
attention, the auditor should consider both the quantitative and qualitative
materiality of the act. For example, section 312, Audit Risk and Materiality in
Conducting an Audit, paragraph .11, states that “an illegal payment of an
otherwise immaterial amount could be material if there is a reasonable possi-
bility that it could lead to a material contingent liability or a material loss of
revenue.”

.14 The auditor should consider the effect of an illegal act on the amounts
presented in financial statements including contingent monetary effects, such
as fines, penalties and damages. Loss contingencies resulting from illegal acts
that may be required to be disclosed should be evaluated in the same manner
as other loss contingencies. Examples of loss contingencies that may arise from
an illegal act are: threat of expropriation of assets, enforced discontinuance of
operations in another country, and litigation.

.15 The auditor should evaluate the adequacy of disclosure in the finan-
cial statements of the potential effects of an illegal act on the entity’s opera-
tions. If material revenue or earnings are derived from transactions involving
illegal acts, or if illegal acts create significant unusual risks associated with
material revenue or earnings, such as loss of a significant business relation-
ship, that information should be considered for disclosure.
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Implications for Audit

.16 The auditor should consider the implications of an illegal act in
relation to other aspects of the audit, particularly the reliability of repre-
sentations of management. The implications of particular illegal acts will
depend on the relationship of the perpetration and concealment, if any, of the
illegal act to specific control procedures and the level of management or
employees involved.

Communication With the Audit Committee

.17 The auditor should assure himself that the audit committee, or others
with equivalent authority and responsibility, is adequately informed with
respect to illegal acts that come to the auditor’s attention." The auditor need
not communicate matters that are clearly inconsequential and may reach
agreement in advance with the audit committee on the nature of such matters
to be communicated. The communication should describe the act, the circum-
stances of its occurrence, and the effect on the financial statements. Senior
management may wish to have its remedial actions communicated to the audit
committee simultaneously. Possible remedial actions include disciplinary
action against involved personnel, seeking restitution, adoption of preven-
tive or corrective company policies, and modifications of specific control
activities. If senior management is involved in an illegal act, the auditor
should communicate directly with the audit committee. The communication
may be oral or written. If the communication is oral, the auditor should
document it.

Effect on the Auditor’s Report

.18 If the auditor concludes that an illegal act has a material effect on the
financial statements, and the act has not been properly accounted for or
disclosed, the auditor should express a qualified opinion or an adverse opinion
on the financial statements taken as a whole, depending on the materiality of
the effect on the financial statements.

.19 If the auditor is precluded by the client from obtaining sufficient
competent evidential matter to evaluate whether an illegal act that could be
material to the financial statements has, or is likely to have, occurred, the
auditor generally should disclaim an opinion on the financial statements.

.20 If the client refuses to accept the auditor’s report as modified for the
circumstances described in paragraphs .18 and .19, the auditor should with-
draw from the engagement and indicate the reasons for withdrawal in writing
to the audit committee or board of directors.

.21 The auditor may be unable to determine whether an act is illegal
because of limitations imposed by the circumstances rather than by the client
or because of uncertainty associated with interpretation of applicable laws or
regulations or surrounding facts. In these circumstances, the auditor should
consider the effect on his report.?

! For entities that do not have audit committees, the phrase “others with equivalent authority
and responsibility” may include the board of directors, the board of trustees, or the owner in
owner-managed entities.

2 See section 508, Reports on Audited Financial Statements.
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Other Considerations in an Audit in Accordance With
Generally Accepted Auditing Standards

.22 In addition to the need to withdraw from the engagement, as de-
scribed in paragraph .20, the auditor may conclude that withdrawal is neces-
sary when the client does not take the remedial action that the auditor
considers necessary in the circumstances even when the illegal act is not
material to the financial statements. Factors that should affect the auditor’s
conclusion include the implications of the failure to take remedial action, which
may affect the auditor’s ability to rely on management representations, and the
effects of continuing association with the client. In reaching a conclusion on
such matters, the auditor may wish to consult with his own legal counsel.

.28 Disclosure of an illegal act to parties other than the client’s senior
management and its audit committee or board of directors is not ordinarily
part of the auditor’s responsibility, and such disclosure would be precluded by
the auditor’s ethical or legal obligation of .confidentiality, unless the matter
affects his opinion on the financial statements. The auditor should recognize,
however, that in the following circumstances a duty to notify parties outside
the client may exist:?

a. When the entity reports an auditor change under the appropriate
securities law on Form 8-K*

b. Toasuccessor auditor when the successor makes inquiries in accord-
ance with section 315, Communications Between Predecessor and
Successor Auditors®

¢. Inresponse to a subpoena

d. To a funding agency or other specified agency in accordance with
requirements for the audits of entities that receive financial assis-
tance from a government agency

Because potential conflicts with the auditor’s ethical and legal obligations for
confidentiality may be complex, the auditor may wish to consult with legal
counsel before discussing illegal acts with parties outside the client.

Responsibilities in Other Circumstances

.24 An auditor may accept an engagement that entails a greater respon-
sibility for detecting illegal acts than that specified in this section. For exam-
ple, a governmental unit may engage an independent auditor to perform an
audit in accordance with the Single Audit Act of 1984. In such an engagement,

3 Auditors may be required, under certain circumstances, pursuant to the Private Securities
Litigation Reform Act of 1995 (codified in section 10A(b)1 of the Securities Exchange Act of 1934) to
make a report to the Securities and Exchange Commission relating to an illegal act that has a
material effect on the financial statements. [Footnote added, July 1997, to reflect conforming changes
necessary due to the issuance of the Private Securities Litigation Reform Act of 1995.]

4 Disclosure to the Securities and Exchange Commission may be necessary if, among other
matters, the auditor withdraws because the board of directors has not taken appropriate remedial
action. Such failure may be a reportable disagreement on Form 8-K. [Footnote renumbered, July
1997, to reflect conforming changes necessary due to the issuance of the Private Securities Litigation
Reform Act of 1995.]

5 In accordance with section 315, communications between predecessor and successor auditors
require the specific permission of the client. [Footnote renumbered, July 1997, to reflect conforming
changes necessary due to the issuance of the Private Securities Litigation Reform Act of 1995.]
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the independent auditor is responsible for testing and reporting on the govern-
mental unit’s compliance with certain laws and regulations applicable to
Federal financial assistance programs. Also, an independent auditor may
undertake a variety of other special engagements. For example, a corporation’s
board of directors or its audit committee may engage an auditor to apply
agreed-upon procedures and report on compliance with the corporation’s code
of conduct under the attestation standards.

Effective Date

.25 This section is effective for audits of financial statements for periods
beginning on or after January 1, 1989. Early application of the provisions of
this section is permissible.

[The next page is 315.]
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This agreement spawned a lawsuit on behalf of SDCERS members, claiming that both
the 1996 and 2002 agreements violated applicable legal standards. Moreover, beginning in early
2003, projections of the System’s unfunded liabilities for pension and healthcare benefits showed
massive increases by 2011, absent remedial action. Mounting criticism from the local press and
a dissident member of the SDCERS Board, as well as inquiries from a committee of the City
Council, added impetus to confronting previously evaded problems, but not in an immediate
expansion in the public disclosure provided by the City to the municipal debt markets.

Matters came to a head in the fall of 2003, when disclosure counsel on a scheduled
offering for one of the City’s enterprise funds became aware of the inclusion in the City’s annual
financial report of stale information concerning the views of the SDCERS actuary on the novel
approach adopted for System funding. Counsel insisted on additional due diligence before
approving the offering. In the resulting review, the City’s internal and external auditors
discovered errors throughout the footnotes to the City’s financial statements for fiscal year 2002.
Although there is no reason to believe that any of these largely random and (judged from their
effect on the City’s balance sheet) immaterial errors were intentional, the volume of mistakes
raised serious questions about the efficacy of the City’s internal controls for financial reporting.
As noted above, on January 27, 2004, the City provided detailed public disclosure of these
errors and an exposition on the funded status of SDCERS, correcting certain omissions in the
City’s previous disclosure.

Based upon our investigation, we conclude that the City’s procedures, policies and
practices for disclosure and financial reporting are inadequate in major respects. Undermining
the reliability of its public disclosure have been, among other factors, the City’s excessive
reliance on outside professionals to generate its disclosure documents, its lack of procedures to
verify the accuracy of those documents and the absence of high-level oversight to judge the
clarity and completeness of information provided to the investment markets. More generally,
City administration had adopted a minimalist approach to public disclosure, providing the public
with negative information only when it has felt legally required to do so. The result has been a
series of damaging revelations, made without advance warning and in a manner allowing the
City to have limited control over the way in which the information is interpreted. This, in turn,
has led to a decline in trust between the City and the investment markets that must be carefully
addressed to restore to the City its former reputation as among the most financially solid and
reliable of California municipalities.
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. October 11, 2004

Leslie J. Girard, Esq.

Assistant City Attorney

Office of the City Attorney
City of San Diego

1200 Third Avenue, Suite 1620
San Diego, CA 92101

RE:  CiTY OF SAN DIEGO FISCAL YEAR 2003 AuDIT
Dear Mr. Girard:

As shared in previous meetings and correspondence, including our letters dated August 9, 2004
and September 1, 2004, we do not believe that the City of San Diego (“City”) has conducted an
adequate investigation in order to conclude that likely illegal acts have not occurred, or that
appropriate remedial action has been taken. Such an investigation is necessary in order for an
auditor to complete an audit in accordance with generally accepted audmng standards and
Government Aua’ztmg Standards.

The primary purpose of this letter is to express KPMG’s position on what additional action KPMG
believes the City should take relating to the investigation and remediation of potential illegal acts
to enable KPMG to complete its audit of the City’s basic and fund financial statements for the
fiscal year ended June 30, 2003. KPMG has been concerned that the City was not undertaking an
investigation specifically designed for the purpose of addressing audit responsibilities under
generally accepted auditing standards and Government Auditing Standards relating to possible
illegal acts. At the City’s request, and as reflected in our September 1, 2004 letter, KPMG agreed
to await the completion of the Vinson & Elkins (“V&E”) report (the “Report™), to review the
Report, and to advise the City as to what, if any, further information KPMG required in order to be
in a position to complete its audit and issue its audit reports. As discussed, and as explained in
more detail below, our overriding concern has been and remains, that an investigation must be of
sufficient scope and thoroughness to provide a sound basis for concluding either that illegal acts
with relevance to the City’s financial reporting have not occurred or that appropriate remedial
action has been taken with respect to any conduct which the City and its counsel cannot
definitively conclude was legal.

At your request and to make our next meeting as constructive as possible, we have attempted in
this letter to synthesize what additional action we believe the City needs to take to enable KPMG
to complete its audit, and also to explain in general terms why this additional action is necessary.

l. - KPMG LLP, KPMG/LLP. a US, Iml\sd liabeity. mnnevs?up s
] _ ] a mambar of KPMG L aSwits
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BACKGROUND

We understand that the SEC is conducting a formal investigation of the City of San Diego’s public
disclosures relating to the SDCERS in the City’s bond offerings during the period 1996 through
January 2004. This investigation was commenced following the City’s filing of a Voluntary

Report of Information on January 27, 2004 with the Municipal Securities Rulemaking Board and

the Nationally Recognized Municipal Securities Information Repositories. That Voluntary Report
made new disclosures regarding the City’s obligations to fund the SDCERS and also disclosed
that there had been errors in the City’s 2002 CAFR.

We also understand that the U.S. Attorney and FBI are conducting a criminal investigation
relating to the City’s pension funding and disclosures. There have also been press reports of an
additional investigation by the FBI relating to possible “public corruption” issues relating to the
process by which the City and SDCERS have negotiated and approved various agreements in
which the City’s obligations to make payments to fand SDCERS were reduced and/or deferred in
exchange for agreements to increase or expand benefits.

 We understand that all of these investigations are focused on the conduct of individuals who either

are currently employed by the City, were employed by the C1ty during the period covered by
KPMG’s ongoing audit, or were acting in some manner on behalf of the City or SDCERS during
the relevant time period.’

V&E was retained by the City and conducted an investigation into the City’s disclosure practices
and prepared a report. The V&E Report, which was made public on September 16, 2004, describes
systemic failures in the City’s financial reporting and disclosure processes related to the SDCERS
pension plan, See e.g., Report at 170-171 (referring to “across the board failures of the City’s
internal disclosure‘processes.”) It also reflects that, as late as the fall of 2003 the City’s Disclosure
Counsel thought information was being withheld from him and there were fundamental
disagreements about whether acknowledged errors in the historical financial statements were
material. Report at 114-120. The Report acknowledges that the City’s prior SDCERS related
disclosures were inadequate, and while it appears to stop short of concluding that there were
material misstatements in the City’s disclosures, it describes a dysfunctional disclosure system and
also comments upon the City’s “minimalist approach to public disclosure.” Among the
observations supporting this conclusion is the statement that “the City Auditor was disinclined to

! Potential illegal acts by SDCERS or its board are relevantto KPMG’s audit. Your position (expressed in
the September 20, 2004 letter), that SDCERS is an “entity independent of the City,” does not address the
fact that the financial condition of SDCERS is reported as a fiduciary fund in the City’s CAFR.
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include information in the City disclosure that reflected badly on the City and would sometimes
excise negative statements from disclosure documents.” Report at 117.

The V&E report includes two paragraphs under a heading “Conclusions Regarding Intent.” Report
at 164. These paragraphs state that because many of the “gaps” in the City’s disclosures are
“closed” when information in the SDCERS CAFRs is considered and because local press coverage
of the pension plan highlighted many of the risks surrounding the more controversial City funding
agreements (Managers 1 and 2) and the presence in the Municipal Code of the menu for '
distribution of surplus earnings, any attempt to conceal the SDCERS funding situation would have
been an “exercise in futility.” '

While we understand that V&E has concluded that it has gathered sufficient evidence to support
this conclusion, for purposes of our audit, we note that this conclusion does not address the
questions we have posed as being important to our completion of our audit, and therefore, does not
end our inquiry. Indeed at our meeting on August 27, 2004, Both the City and V&E have made it

. clear to KPMG that V&E was not retained to investigate issues relating to intent or whether any
individual’s conduct violated any law, rule or regulation, and that the scope of its investigative
efforts were not designed to do so. At that meeting, we informed the City that, in the absence of

- conclusions on such issues, KPMG anticipated advising the City that additional investigative

procedures may be necessary before KPMG would be in a position to complete its andit; and, in
turn, we were advised that the City would perform any additional inquiries that KPMG believe
were necessary for it to be able to conclude on issues that might affect its ability to issue an audit
opinion.

Unfortunately, based upon the information we have been provided to date regarding the scope and
method of the V&E investigation, we do not believe the statement in the report that “it is difficult
to attribute the City’s failure to fully and accurately describe [pension] matter[s] to intentional
misconduct on the part of individual employees™ is sufficient to resolve the issue of potential
illegal acts for purposes of KPMG’s audit because it is not based on an investigation that had a
scope and methodology that would provide a reliable basis for-reaching a conclusion as to whether
City officials engaged in intentional misconduct or other conduct, which violated any law, rule or
regulation having the force of law.

It is in this context and against these background facts, that KPMG’s requirements, as outlined in
this letter, must be understood. Most fundamentally, because there is evidence of possible illegal
acts by the City or persons whose acts are attributed to it, under Generally Accepted Auditing
Standards (GAAS) and Generally Accepted Government Auditing Standards (GAGAS), as well as
other relevant professional guidance, to the extent the following questions are not directly



ISRVIG,

Mr. Leslie J. Girard
Assistant City Attorney
Office of the City Attorney
City of San Diego

October 11, 2004

Page 4

addressed in the V&E Report, additional investigative procedures are reqmred in order to
determine if illegal acts are likely to have occurred, to assess the direct or indirect effect of such
acts on the City’s financial statements as well as the implications for the reliability of
representations being made by City employees to KPMG in the course of our audit, and to
determine if any such illegal acts have been adequately remediated by the City.

The report based on such an investigation must include clear conclusions and be supported by a
thorough investigation, However, as stated above, and as KPMG has been advised, the V&E
investigation was not conducted as a forensic investigation, and did not result in a report that
reached clear conclusions about whether federal securities laws (or any other relevant laws) had
been violated, did not explore potential individual conduct that may be fraudulent or unlawful, and
thus does not provide a basis for determining potential financial statement effects or determeng
KPMG’s ability to rely on management representatlons from the City.

Further, the Report’s discussion of certain ewdence raises a concern that the investigation, for our
purposes, did not adequately follow up on evidence which might suggest that certain of the
deficiencies in financial reporting may have been the result of conscious efforts by one or more
persons at the City. In the absence of an investigation and report that adequately explores these
issues, it is not possible to determine if the City has taken appropriate remedial measures or if the
representations made to us during our audit by certain individuals can be relied upon by us in
reaching our opinion on the financial statements. 2

In this regard it also bears noting that the remedial measures recommended in the Report are all
prospective and entail structural reforms to address the City’s process of disclosure in the future.
These reforms are subject to approval by the City Council and, even if adopted, would have no

. impact on the manner in which the City will have prepared its 2003 audited financial statements,

? See Report of Investigation Pursuant to Section 21(a) of the Securities Exchange Act of 1934 and
Commission Statement on the Relationship of Cooperation to Agency Enforcement Decisions Exchange Act
Release No. 44969, 2001 SEC LEXIS 2210 (Oct. 23, 2001), arising out of an investigation into financial
reporting by Seaboard Corporation,
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OVERVIEW OF RELEVANT AUDITING AND ACCOUNTING REQUIREMENTS

AICPA VSt'ate and Local Audit and Accounting Gnide § 4.44.
(1) Iegal Acts withi Direct and Material Effects on Financial Statement Amounts

GAAS requires an auditor fo plan and perform an audit to obtain reasonable assurance about
whether the financial statements are free of material misstatements arising from illegal acts that
have a direct and material effect on the determination of financial statement amounts. The
auditer’s consideration of those potential misstatements is a matter of professional judgment and is
influenced by his or her perceptions of the needs of a reasonable person who will rely on the
financial statements. : .

s

The professional literature identifies the following types of legal compliance requirements as
among those that may have a “direct arid miaterial” effect on the determination of financial
statement amounts. :

*  GAAP Réquirements Governments often are subject to legal or contractual
provisions that require them to prepare their ﬁnancml statements in conformity
with GAAP.

¢ Federal and State Taxes. Governments are subject to various federal tax
requirements, including those relating to employment taxes, employee benefits,
and tax-exempt debt (such as arbitrage rebate requirements). State-level tax
requirements also may apply. ‘

(2) Mlegal Acts With Indirect Effects on Fmanclal Statements

The auditing literature also recognizes that Governments often are affected by many other laws or
regulations, which generally relate more to an entity’s operating aspects than to its financial and
accounting aspects, and that the financial statement effect of those laws and regulations is
“indirect”. Although an auditor is not required to plan the audit to detect noncompliance with such
laws and regulations, the auditor does have certain detection, consideration, and reporting
responsibilities relating to potential violations of such laws, which require the auditor to insist that
when potential violations of such laws come to light, they must be investigated.

Moreover, GAAP requires a government entity, such as the City, to disclose in its financial
statements material violations of finance-related legal and contractual provisions. Accordingly, the
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auditor of a governmental entity is aleit to the possible financial reporting effect of noncompliance
with law that has a material indirect effect on financial statements. Because the government entity
itself has financial statement reporting obligations related to violations of such laws, the
government and the auditor both have a shared interest in assuring that when potential violations
of such Iaws come to light, they are fully investigated so that the financial statements can mclude
the GAAP® required disclosure,

In considering whether the financial statements are free of material misstatements arising from (1)
illegal acts that have a direct and material effect on the determination of financial statement
amounts, or (2) illegal acts that have an indirect material effect on financial statements, the auditor
should consider both quantitative and qualitative factors. Qualitative factors that the auditor may
consider relevant to that evaluation include the following:

e The potential effect of the noncompliance on the government’s ability to raise
resources (for example, through taxes, grants, contributions, or debt or loan
financings) in the future.

s The potential effect of the noncompliance on the continuation of existing
relationships with vendors, employees, and elected and appointed officials.

e Whether the noncompliance involves collusion or concealment.

s  Whether the noncompliance involves an activity that ofien is scrutinized by
elected or appointed officials, citizens, the press, creditors, or rating agencies.

"o Whether the fact of the noncompliance is unamblguous rather than a matter of
_]udgment.

e  Whether the noncompliance is an isolated event or instead has occurred with some
frequency.

* GASB standards require governments to disclose certain violations of compliance requirements. NCGA
Interpretation 6, Notes to the Financial Statements Disclosure, paragraph 4, states that the notes to the
financial statements should disclose material violations of finance-related legal and contractual provisions.
In addition, material violations, or potential violations, of finance-related legal and contractual provisions
should be considered for recording a loss contingency. Id. at § 4.48.
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e  Whether the noncompliance results from management’s continued unwillingness
to correct internal control weaknesses.

s The likelihood that similar noncompliance will continue in the future,

¢ The cost-benefit of establishing internal control to prevent similar noncompliance
in the future.

The risk that possible undetected noncompliance would affect the auditor’s evaluation.?

Finally, an auditor is required by applicable auditing standards to “consider the implications of an
illegal act in a relation to other aspects of the audit, particularly the reliability of representations of
management.” AU § 317.16. In considering such issues, the auditor must be provided with
sufficient information relating to the potential illegal acts to exercise professional judgment
concerning the implications of a particular illegal act for the audit. Id, (“The implications of
particular illegal acts will depend on the relationship of the perpetration and concealment, if any,
of the illegal act to specific control procedures and the level of management or employees
involved.”) Our April 13, 2004 engagement letter allows KPMG to make such a determination as
to the sufficiency of the investigation for audit purposes.

INFORMATION AND REOCRDS REQUESTED, NOT YET PROVIDED

There are several open items which have been promised, but not yet provided to KPMG.

* KPMG has yet to receive all V&E interview notes, memoranda and supporting
documents as requested. The basis for this request is outlined in our engagement
letter.

e . KPMG needs information concerning the scope and status of the criminal

investigation(s), which we understand V&E is not handling, We will need to
speak with the attorney representing the City in those matters.

ITEMS REQUIR]NG RESOLUTION BY THE CITY

Based on our review of the V&E investigation and Report, and in light of the auditing standards
discussed above, KPMG has attempted to synthesize the issues that remain, which must be

41d, at § 4.46
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resolved before we are able to complete our audit in accordance with generally accepted audmng
standards and GovemmentAudztzng Standards. They are as follows:

The City needs to determine whether the City’s public disclosures, including its
financial statements, likely violate the antifraud provisions of the securities laws
(e.g., failure to disclose pension related matters) or any other Federal, State or
local laws, and if so, what, if any, impact is there to the June 30, 2003 financial
statement amounts and disclosures? The report from the investigation team should
include clear conclusions (with adequate support for such conclusions) whether an
illegal act has occurred and whether such illegal act has been timely and
adequately remediated. The report and investigation must be in sufficient scope
and detail to allow us to reach our own conclusions as to (i) whether it is likely
that an illegal act has occurred and, if so (ii) whether any likely illegal act that is
identified will have a material effect on the entity’s financial statements and, if so
(iii) whether timely and appropriate remedial action has been taken. Closely
related to this set of issues is whether City employees or agents have engaged in
fraudulent actions including concealment, related to the potential illegal acts. The
City needs to investigate and determine, and report to us, the relationship of the
perpefration and concealment, if any, of likely illegal acts to specific control
objectives and the level of management, employees, or consultants involved.

The scope of the investigation needs to extend to all possible illegal acts and

needs to expand, as necessary, based on findings made during the investigation. In
other words, the investigators should be able to pursue all evidence of possible
illegal acts no matter where they may lead

According to the Report, retiree hcalthca.re benefits were paid directly out of the
pension system from 1983 until 1992 when a determination was made that this
violated federal tax regulations. A new system was set up which was also

‘determined to be legally flawed in 1995, which was addressed by making

payments a SDCERS benefit. While the Report compiles facts relating to this
violation,; and concludes that the funding method was violative of federal
regulations, it does not address the possible consequences of this violation. What
has the city done to consider and address the financial statement impact of
possible IRS sanctions, or other contingent liabilities or disclosure obligations
arising from the conduct that could impact the June 30, 2003 financial statement
amounts and disclosures?



RIIG

Mr. Leslie J. Girard
Assistant City Attomey -
Office of the City Attorney
City of San Diego

October 11, 2004

Page 9

] The issues from our August 9, 2004 letter must be addressed (see d1scussxon in
Exhibit )

We look forward to meeting with the City to discuss further how the City can conduct an adequate
investigation in order to conclude whether it is likely or not illegal acts have occurred, or that
appropriate remedial action has been taken, -

Very truly yours,

KPMG LLP

S 2 et

Steven G. DeVetter .
Partner

cc:  Mr. Dick Mui'phy, Mayor -
Mr. P. Lamont Ewell, City Manager
Ms. Terri Webster, Acting City Auditor and Comptroller

Exhibit I
Specific Comments Regarding September 20, 2004 C1ty Response to KPMG’s August 9,

2004 Letter

Attachments
April 13, 2204 Engagement Letter
August 9, 2004 Letter from KPMG Re: Investigation
September 1, 2004 Letter from KPMG Re: Follow-up from meeting on August 27,2004
September 20, 2004 letter from Les Girard Re: City of San Diego Fiscal Year 2003 Audit
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SPECIFIC COMMENTS REGARDING SEPTEMBER 20, 2004
CITY RESPONSE TO KPMG'S AUGUST 9, 2004 LETTER

In your letter, you conclude by stating your view that the V&E Report “is sufficiently
comprehensive to allow [KPMG] to reach the conclusions necessary for compliance with Section
AU§317 of the AICPA Professional Standards and for the issuance of [KPMG’s] audit report.”
For reasons previously articulated and expanded upon below, we are unable to agree with that
conclusion. . .

As in many aspects of auditing, the conclusions involved in determining that potential illegal acts
have been adequately investigated and remediated is one that entails an auditor’s exercise of
judgment. However, in the instant case, we believe that the issue is sufficiently clear thatan .
informed and diligent auditor should not conclude that the V&E report adequately addresses the
issues necessary for the completion of KPMG’s audit. The Report may satisfy the City’s needs (a
conclusion we defer to the City to make); but, without more, it does not provide a sufficient basis
for KPMG to conclude that all questions necessary to the completion of the audit have been
sufficiently investigated and resolved in a manner that would permit KPMG to issue an audit
report. ‘

In response to your letter, we offer the following comments.

KPMG’s Question 1

Whether or not the financial statements and or the disclosures in the financial statements were
intentionally misleading and, if yes, what individuals were involved and what, if any, remedial
-action is recommended?

City’s Comment on Question 1

Your comment seems to make two essentials points. First, that with the departure of the City’s
prior independent auditor and the departure of the City Auditor and Comptroller, there is no need
for an investigation into whether there were any intentional illegal acts relating to the City’s
underfunding of the SDCERS pension plan and/or financial feporting related thereto. Secondly,
your comment seems to imply that the comments in the V&E Report at page 159 concerning the
possible intent of City officials to allow the City to issue misleading financial disclosures should
be sufficient for KPMG in the absence of KPMG’s ability to cite you to investigative reports for
municipal issuers or other issuers that address the issue of intent in a manner that goes beyond the
V&E Report. :

Response to City’s Comment on Question 1

The subsequent departure of Mr. Ryan does not change the fact that, for the entire period KPMG
is auditing, he was ultimately responsible for supervising the preparation of the City’s financial -
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statements. Moreover, numerous individuals were (and remain) involved in the financial
reporting process at the City, including individuals who, according to the Report, may have been
involved in the disclosure-deficiencies criticized by the Report.

Under AU 317.16: “The auditor should consider the implications of an illegal act in relation to .
other aspects of the audit, particularly the reliability of representations of management. The
implications of particular illegal acts will depend on the relationship of the perpetration and
concealment, if any, of the illegal act to specific control procedures and the level of management
or employees involved.” "

Both the City and V&E have made it clear to KPMG that V&E was not retained to investigate
issues relating to intent and that the scope of its investigative efforts were not designed to do so.
Based upon what we have been told about the investigation, we do not believe the statement in
the report that “it is difficult to attribute the City’s failure to fully and accurately describe
[pension] matter[s] to intentional misconduct on the part of individual employees™ is one that can
be relied upon to resolve the issue of potential illegal acts for purposes of KPMG?s audit because
it is not based on an investigation that had a scope and methodology that would provide a reliable
basis for making such a conclusjon.

KPMG’s Questions 2

Did the City enter into any agreement, including the “Managers Two” agreement, or otherwise
take any actions that resulted in the underfunding or misuse of pension funds that is a violation of
State, City or other laws?

City’s Comment on uestion 2

Your comment on question 2 makes essentially three points. First, that the City’s potential
Iiability for any violations of law from the alleged underfunding of the pension plan has been
dealt with through the settlement of the Gléason case. Second, you state that there has never been
any allegation that the City’s net pension obligation reported in the City’s balance sheet has been
misstated. And third, that based on certain legal propositions discussed in the V&E Report at
page 11, the motivations of individual members of the City Council in takmg certain action are
not a basis upon which that action may be voided by the courts.

Response to City’s Comment on Question 2

On point 1,GASB standards require governments to disclose certain violations of compliance
requirements. NCGA Interpretation 6, Notes to the Financial Statements Disclosure, paragraph 4,
_states that the notes to the financial statements should disclose material violations of finance-
related legal and contractual provisions. In addition, material violations, or potential violations, of
finance-related legal and contractual provisions should be considered for recording a loss
contingency. Accordingly we do not believe that only considering the loss contingency is
sufficient in these circumstances. Additionally, the considerations in AU § 317.16 need to be
addressed in the context of this question.
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On point 2, The reported June 30, 2002 $39 million net pension obligation was misstated due to
the payment of retiree healthcare benefits from the pension plan. At KPMG’s suggestion, The
City has calculated the corrected June 30, 2002 net pension obligation to be $103 million. The
considerations in AU § 317.16 need to be addressed in the context of this question. The City
needs to investigate and determine the relationship of the perpetration and concealment, if any, of
likely illegal acts to specific control objectives and the level of management, employees, or
consultants involved, For example, V&E states that a letter from the Actuary. to Mike Phillips i in
1998 highlights knowledge of potential errors in the financial statements that were not
changed/corrected until recommended by KPMG for the June 30, 2003 financial statements:

“All these number presuppose that the 1996-97 is the first year in which the
calculated actuarial contribution is greater than the actual contribution. You made
an excellent point a year ago that this may not be the case. This issue may go
back close to a decade after the use of ‘bifurcated’ rates was implemented. The
case could be made that the City has a Net Pension obligation”.

Finally, on point 3, while the legal proposition to which you refer, while may be relevant to
whether a court will decline to question the motivation behind proper legislative action for
reasons grounded in separation of powers, we do not believe that such a consideration alters the
nature of the our responsibilitics as the City’s independent auditor, nor the need for the City to
perform additional inquiry before determining whether an ﬂlegal act has (or has not) occurred,
and if so, that it has been appropnately remedlated

KPMG?’s Questions 3

Did the SDCERS Board breach their fiduciary duty by allowing the City to underfund the plan in
exchange for additional benefits for current employees and could this action have been in
violation of any laws?

City’s Comment on Question 3

Your comment on this 1tém is essentially that the SDCERS boatrd is mdependent of the City of
San Diego and based on that you question why the actions of SDCERS or the members of its
board “relate to” KPMG’s audit.

Response to the City’s Comment on Question 3

The basic financial statement of the City consist of (a) the primary government, (b) organizations
for which the primary government is financially accountable, and (c) other organizations for

which the nature and significance of their relationship with the primary government are such that
exclusion would cause the reporting entity’s financial statements to be misleading or incomplete.

The definition of the reporting entity is based primarily on the notion of financial acéeuntabﬂity. ‘
A primary government is financially accountable for the organizations that make up its legal
entity. It is also financially accountable for legally separate organizations if its officials appoint a
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voting majority of an organization’s governing body and either it is able to impose its will on that
organization or there is a potential for the organization to provide specific financial benefits to, or
to impose specific financial burdens on, the primary government. A primary government may
also be financially accountable fér governmental organizations that are fiscally dependent on it.

The City’s basic ﬁnancxal statements include SDCERS, and any audit opinion issued by KPMG
reporting on the City’s basic financial statements would, therefore, cover SDCERS. Accordingly,
financial accounting and disclosure of activities occurring within SDCERS are relevant to our
audit under GAAS and GAGAS.

KPMG?’s Question 4
Is the use of surplus earnings to pay city obligations such as benefits outside of the plan illegal?
City’s Comment on Question 4

Your comment refers us to the history of the surplus eammgs issue as discussed in the V&E
Report.

Response to City’s Comment on Question 4

According to the Report, retiree healthcare benefits were paid directly out of the pension system
from 1983 until 1992 when a determination was made that this violated federal tax regulations. A
new system was set up, which was also later determined to be legally flawed in 1995, which was
addressed by making payments a SDCERS benefit. Report at 36. This underscores, rather than

" ameleorates our concerns. We must understand what the City has done to address possible IRS
sanctions, and also learn what the possible impact is to the City’s June 30, 2003 financial
statement amounts and disclosures. Additionally, we believe that the considerations raised by AU
§ 317.16 need to be addressed in the context of this question.

KPMG’s uestion 5

Did the City violate the City Charter by failing to ﬁmd its retlrement plan as required by the City.
Charter? )

City’s Comment on Question 5

Your comment on this question refers us to the fact, discussed above, that the City believes that
the Gleason settlement “resolves the economic consequences” of the City’s actions and thus,
suggests that any issue with respect to whether that conduct was unlawful is irrelevant.

Response to City’s Comment on Question 5 A

Potential liabilities are one reason violations of laws are relevant to an anditor. Because GAAP
require governments to disclose material (whether quantitative or qualitative) violations of

PN,
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finance-related legal and contractual provisions, the auditor of a governmental entity should be
alert to the possible financial reporting effect of noncompliance that has a material indirect effect
on financial statements. Additionally, KPMG believes that the considerations of AU 317.16 needs
to be addressed in the context of this question.

KPMG’s Question 6

Did the SDCERS Board and/or the City violate the California Constitution by-allowing the City
to intentionally underﬁmd the plan?

City’s Comment on Question 6

Your comments in this section refer to your earlier comments relating to Question 2 and Question
3. . .

Response to City’s Comment on Question 6

Please see our comments above regarding these itemns.
KPMG’s uestmn 7

Was undue influence placed on the actuary to change assumptions to reduce the shortfall of the
City’s contribution compared to the Actuarial Required Contribution (ARC), and, if yes, at whose
direction and what action does the City plan to take to rectify this action, if applicable?

City’s Comment on Question 7

Your comment on this itgém refers us to the discussion at page 91 of the V&E Report and asks for
the details of any remaining concerns.

Response to City’s Comment on Question 7

The auditor should consider the implications of an illegal act in relation to other aspects of the

audit, including the reliability of representations to be obtained from members of management.

The implications of particular illegal acts will depend on the relationship of the perpetration and

concealment, if any, of the illegal act to specific control procedures and the level of management -
" or employees involved.

The City needs to investigate and determine the relationship of the perpetration and concealment,
if any, of likely illegal acts to specific control objectlves and the level of management,
employees, or consultants involved.
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Other Issues Raised in the City’s September 20, 2004 Letter

Your letter also commented on electronic discovery. With respect to electronic discovery, both
the City and V&E have made it clear to KPMG on August 27, 2004 that V&E was not retained to
investigate issues relating to intent and that the scope of its investigative efforts were not
designed to do so. We believe that determining intent is required with respect to certain of the
questions posed in our August 9 letter, and electronic discovery is an effective procedure in that
regard, as it may provide relevant evidence for the City, its counsel, and KPMG to consider in
determining whether there are unresolved questions which might affect the City’s financial
statements or disclosures.
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Leslie J. Girard

Assistant City Attorney

City of San Diego

Office of the City Attorney
1200 Third Avenue Suite 1620
San Diego, CA 92101

Re:  Additional Investigation
Dear Mr. Girard:

We believe a constructive discussion between the City of San Diego (the “City”) and its
independent auditor, KPMG, will be greatly advanced by: (a) correction of numerous
misimpressions and misunderstandings by KPMG regarding our Report of Investigation (the
“Report”) made in the October 11, 2004 letter to you and (b) clarification by KPMG of various
statements made in their correspondence, as well as identification of the specific audit standards
KPMG believes applicable to any issues delaying the completion of its audit of the City’s 2003
financial statements. Such clarifications would, assuming KPMG’s good faith cooperation,
allow us to undertake additional procedures, beyond the scope of our initial investigation,
addressing whatever remaining concerns KPMG may have. As always, we remain ready to
assist the City in any manner appropriate for us.

KPMG has demanded broad and unspecified assurances that the City and its officials
have not committed “illegal acts” before it will render its audit opinion. The effort to propose
additional procedures that will satisfy KPMG has been complicated by KPMG’s failure to
articulate either the “possible illegal acts” it believes may have occurred or how the identification
and analysis of any such acts should be addressed as audit issues. Further, its demands for
additional information or procedures have been highly changeable within short periods of time.
For example, in a meeting of October, 14, 2004, a KPMG officer stated to you and numerous
others present that KPMG would not demand that City counsel provide a legal opinion as to all
potential claims that might be asserted against the City, as KPMG has requested in the past. In
its letter of October 27, 2004, however, KPMG reversed that position.

This point is of critical importance because KPMG’s current position would require
counsel to speculate on an unbounded universe of unasserted claims. This would go far beyond
the established requirements of the auditing profession, and would violate a long-standing
protocol agreed upon between the American Institute of Certified Public Accountants and the
American Bar Association for the provision of information by client’s counsel to auditors. For
this reason, it would not be permissible under Vinson & Elkins’ firm policies or, in all likeli-
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hood, those of ahy other national law firm. The representations KPMG is now demanding also
go beyond the categories presented 1n any independent report of investigation of which we are

i
aware.

In the KPMG letter to you of October 11, 2004, KPMG alternately expresses its concerns
regarding “Iikely illegal acts” (page 1, paraoraph 1, line 3), “potential illegal acts™ (page 1,
paragraph 2, line 2), “possible illegal acts” (page 1, paragraph 2, lines 6 & 7), and ““illegal acts
likely to have occurred” (page 4, carry-over paragraph, line 2). The October 11, 2004 letter also
refers to “evidence of possible illegal acts by the City or persons whose acts are attributed to it”
(page 3, last paragraph, lines 2 & 3). KPMG, however, has yet to identify any likely,”
“possible,” or “potential” illegal acts about which it seeks further information, despite numerous
requests from the City that it do so.”

Because our Report addressed possible misstatements and omissions in the City’s public
disclosure as to the funding of its retirement system, we must assume, in the absence of a
statement from KPMG to the contrary, that its concerns center around this area. In considering
potential violations of the securities laws by the City, it is important to note that the provisions
applicable to municipalities are much narrower that those that apply to public companies, being
limited exclusively to the so-called “antifraud provisions.” Municipal governments are expressly
exempt by statute from the reporting, internal controls and recordkeeping provisions applicable
to public companies, including those added by the Sarbanes-Oxley Act of 2002, and their
auditors are not subject to Section 10A of the Securities Exchange Act of 1934, which requires
auditors of public companies to establish procedures to detect fraud and to report possible illegal
acts they detect in the course of an audit.

A finding of a violation of the anti-fraud provisions, on a very general level, requires
proof of material misstatements and omissions in connection with securities transactions, made
with an intent to defraud or a reckless indifference to the accuracy of statements made. Thus a
finding that the City violated the anti-fraud provisions would require convincing proof that
individuals acting on behalf of the City intentionally misrepresented aspects of its financial

situation.’

' We have requested an example from KPMG of a report of investigation that it would deem adequate in
scope. To date, it has provided us with no such example.

2 The one specific legal issue ever articulated as a concern by KPMG is, as stated in its October 11, 2004
letter, the possibility of IRS sanctions for the apparent failure of the San Diego City Employees Retirement System
(“SDCERS”) to segregate funding for it healthcare benefit from basic pension assets. The practice at issue ceased in
1997 and has not been the object of an IRS inquiry. Nevertheless, if KPMG is concerned that this matter represents
a potential contingent claim against the City, we see no reason the City should not retain tax counsel to opine on the
likelihood and potential magnitude of such a claim.

’ However, negligent conduct under some circumstances would suffice for a finding of a violation of certain
provisions of the federal securities laws applicable to municipalities. See Securities Act of 1933, § 17(a)(2) and (3).
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Our Report found numerous misstatements and omissions in the City’s public disclosure.
We concluded that: “City disclosure since 1996 has failed to provide investors and other
interested readers with adequate information to enable them to clearly understand the
relationship between SDCERS and the City’s General Fund and to fully evaluate the credit-
worthiness of the City.” We did not conclude, however, that the City’s failures could be
attributed, at least on the basis of information available to us, to intentional misconduct on the
part of individual employees.4 Factors compelling this conclusion included the complex and
technical nature of the disclosure at issue and the extensive involvement in that disclosure of

outside professionals with no motive to mislead.

Reports of investigation rarely, if ever, reach ultimate legal conclusions, and ours did not
do so.” Reasons for this include:

e The factual record from a private inquiry is often unavoidably incomplete, contra-
dictory or subject to more than one interpretation. Our investigation encountered
such impediments to our ability to obtain relevant information as the refusal of certain
key individuals to speak with us. Also, critical issues may turn on the undocumented,
unexpressed intentions of particular individuals.

e Even when the factual record is clear, the legal implications of particular actions may
be uncertain. Here, for example, it is hard to predict whether a court would determine
that any of the misstatements and omissions detailed in our Report are material under
the highly subjective standard of the federal securities laws. This is particularly the
case given that the matters at issue had no significant effect on the City’s balance
sheet for any fiscal period, and the price of the City’s bonds does not appear to have
declined as a result of any of the negative information (not all accurate) that has been
made public about the City’s finances over the last year.

To date, KPMG has not, to our knowledge, challenged a single statement of fact in our
Report, nor has it provided any information that would support a conclusion that any City
employee engaged in fraudulent conduct. We have asked KPMG to direct us to anything in the
Report that it believes might indicate intentional wrongdoing. The only incident its employees
have mentioned concerns a February 1998 letter from SDCERS actuary Rick Roeder to former
San Diego accountant Mike Phillips. In that letter, Mr. Roeder (not a City employee) suggested
that the City could adopt a different amortization period for purposes of reporting its unfunded
actuarially accrued liability than for calculating its contributions to SDCERS. Under govern-
mental accounting rules, however, this practice is permissible. This has been confirmed to
Vinson & Elkins by the actuarial firm Towers Perrin, the City’s former auditors Caporicci &
Larson and KPMG. Moreover, in our Report we concluded that the City’s disclosure concerning

N it is not correct, as stated in KPMG’s letter of October 11, 2004, that the scope of our investigation
excluded issues of intent,

’ As mentioned, we have asked KPMG for examples to the contrary and it has provided none.
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its amortization of its lability to its retirement system was incomplete and misleading until
~ remedied by the City’s January 27, 2004 voluntary disclosure.

Although KPMG has stated that it has concerns about leads not followed in our
investigation and contradictions in witness statements not resolved in our Report, it has yet to
specify any such instances.® Further, after an audit that has gone on for approximately eight
months, and complete access to all the documents available to Vinson & Elkins and fo
government investigators, it has not brought to our attention any possible violations of law
concerning any matter, whether inside or outside the scope of our Report.

At bottom, KPMG appears to seek assurances that there are no claims that may be
asserted against the City with respect to matters considered in our Report or, for that matter,
generally. It demands that the City establish to KPMG’s satisfaction that “illegal acts with rele-
vance to the City’s financial reporting have not occurred or that appropriate remedial action has
been taken with respect to any conduct which the City cannot definitively conclude was not
illegal.” The governing accounting and auditing standards recognize that such absolute
assurances do not exist in the real world.” Realizing that KPMG was not following established
auditing standards, a Vinson & Elkins attorney asked KPMG’s William Haegele to explain the
standards that KPMG believes appropriate to this situation. He responded to the effect that
“there is no standard I can give or point you to. It’s a work in progress.”

Moreover, the accounting and legal professions have a well-established protocol for the
type of representations that can and should be made by counsel for an issuer to its auditor ®
These reflect, among other things, the practical impossibility of estimating the outcome of many
unadjudicated claims, particularly those not yet asserted. KPMG’s Mr. Haegele has stated to
Vinson & Elkins, however, that KPMG will not be bound by those protocols.

It is worth noting that no claims against the City involving its financial disclosure have
been asserted or, to our knowledge, even threatened. Litigation involving claims against
SDCERS by certain classes of its members was resolved this August through a settled legal
action. As KPMG knew at the time it accepted the audit engagement, the City’s financial
disclosure is under investigation by the SEC and the Office of the US Attorney for the Southern
District of California. We do not represent the City in the US Attorney’s investigation and have
received no indications from the SEC staff what the result of its inquiry will be. We note,

6 Of course, there were occasional disparities in the way in which different witnesses remembered prior
gvents, some many years in the past. To the extent the differences were significant and could be resolved through

information available to us, we did so.

’ The basic guidance is provided by Financial Accounting Standards Board, Statement of Financial
Accounting Standards No. 3 (“Accounting for Contingencies”) and American Institute of Certified Public
Accountants, Codification of Statements on Auditing Standards, § 337 (“Inquiry of a Client’s Lawyer Concerning
Litigation, Claims and Assessments™).

8 American Bar Association, “Statement of Policy Regarding Lawyers’ Responses to Auditor’s Requests for
Information,” 31 Business Lawyer 3109 (1976).
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however, that the SEC in the past has not made a practice of assessing fines against
governmental entities that it knows will ultimately be borne by taxpayers.

Moreover, should the SEC determine the City has violated any provisions of the federal
securities laws, we believe it would consider the following facts in determining what remedies

are appropriate:

e in January 2004, the City voluntarily disclosed it’s footnote errors and factors relating to
its obligation to fund its pension liability;

o the City commissioned an investigation of its disclosure practices (the Report), prior to
any indication of an SEC or US Attorney inquiry, the first instance of any US
municipality making such an underiaking,

e the City has, and continues to, cooperate with the SEC’s investigation; and

e the City has adopted amendments to its Municipal Code of Sarbanes-Oxley type
measures, again, the first and to date only instance of a US municipal government having
undertaken such measures.

Equally as troubling as KPMG’s inability to relate general concerns about unspecified
“illegal acts” to specific audit issues is its failure to provide any practical guidance as to what
additional investigative procedures it would find satisfactory. Its October 11, 2004 letter to you
describes as inadequate (for its specific purposes) the scope of the Vinson & Elkins
investigation but makes no proposals for expanding the matters examined. Subsequently, the
City proposed a work plan for additional procedures responding to suggestions from KPMG. By
letter dated October 27, 2004, KPMG rejected the draft plan without proposing an altemative
approach. Further, as mentioned, KPMG has yet to state what auditing standards it intends to
apply in determining when and if it has attained an acceptable comfort level to issue its audit
report. Unless KPMG assists its audit client, the City, through clear identification of standards it
will accept, the City cannot effectively tailor its efforts to meet those standards.

This firm has conducted a thorough and painstaking inquiry into the City’s public
disclosure concerning the funding of its retirement system. Our Report provides detailed find-
ings of fact that assisted the City in reforming its disclosure controls. We stand ready to aid the
City and KPMG in developing additional information to support KPMG’s audit of the City’s
financial statements. For any such effort to be productive, however, KPMG must go beyond
vague allusions to unspecified illegal acts and indicate particular audit concerns and the
investigative procedures that would allay them.

Very truly yours,

Paul S. Mageo
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Three Embarcadero Center - » Telsphone 415 951 0100

San Francisco, CA 94111

October 29, 2004

The Honorable Dick Murphy, Mayor
Mr. Lamont Ewell, City Manager
City of San Diego  ~

1200 Third Avenue

San Diego, CA 92101

Gentlemen:

We write this letter in an eamnest attempt to make progress with the City of San Diego towards
addressing the issues that must be resolved before KPMG can complete its audit of the City’s 2003
financial statements.

The immediate topic we must address is the letter dated October 28, 2004 from Paul Maco of
Vinson & Elkins (V&E) addressed to Les Girard, Assistant City Attorney. That letter, which
appears to have been posted immediately on the City’s website, in our opinion seriously impairs,
rather than advances, the prospects for a prompt resolution of the issues that currently stand in the
way of KPMG completing its audit.

We will not in this letter seek to correct all of the statements in Mr. Maco’s letter which we believe
are inaccurate. However, we do wish to convey to you, as two individuals with significant
responsibility for the City’s affairs, several points, which are intended to be direct, but constructive:

First, KPMG cannot, and will not, complete an audit of the 2003 financial statements unless the
. City completes an independent investigation of potential illegal acts as we have outlined in our
prior correspondence. :

Second, KPMG does not seek, as Mr. Maco asserts, “broad and unspecified assurances that the City
and its officials have not committed ‘illegal acts.” ” Nor do we request that the City retain counsel
to “speculate on an unbounded universe of unasserted claims.” We believe that our prior letters
cannot reasonably be construed to have made such requests. To the contrary, we have laid out what
our concerns are, and repeatedly advised the City’s representatives that these concerns must be
addressed through an investigation that was designed to develop facts that would enable the City
and its counsel to address those concerns.

Third, while we believe it is somewhat unusual for an auditor to provide a detailed explanation to a
client of the auditing standards that justify an auditor’s request for information, we have done so
here. In our correspondence, we not only discussed relevant audltmg literature, but also explicated
for the City some of the applicable accountmg principles that reqmre the Cxt_v_ in its financial

KPMG, ULP. KPMG LLP, almllsdlnblmypm'mmp s . =
amambero'KPM
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statements to inake disclosures of any v101at10ns of finance-related laws and regulatlons We
believe that the City cannot comply with this requlrement unless it conducts the kind of
investigation we have requested and described in our October 11, 2004 letter. Accordingly, the
investigation we are requesting is one that thi¢ City ought to desire to complete so that it can
discharge its own financial reporting obligations and not solely because KPMG is ini§isting that it
do so. The City, as the issuer of its financial statéfents, must conchide on the question of whether
any of the issues discussed in our October 11, 2004 letter and its attachments and the conduct
discussed in the V&E report was illegal and, if so, whether any violations must be disclosed, and.
have been adequately disclosed, in the financial statements in accordance with GAAP. We would
further expect the City would alse determine to its satisfaction that all necessary and appropn'ate
remedial actions have been taken with respect to conduct that is investigated. It is because it is the
City’s obligation to reach these conclusions that KPMG has suggested that the City obtain from its
investigators sufficiently clear legal conclusions to enable the City to make the necessary

_ determinations; we have not, as Mr, Maco suggests requested that any law firm issue a legal

opinion to KPMG on any subject and his allusion to the ABA protocol for FAS 5 (Contingent
Liability) attorney letters is completély off subject. Itis, thus, extremely disappointing and
surprising that Mr. Maco’s letter so ardently contends that KPMG has not explained the auditing
standards motivating its request. It is equally troubling that his letter erroneously asserts that
KPMG “was not following established auditing standards.” .

In light of the foregoing, and consxde_rmg both that Mr. Maco may not speak for the City on these
matters and that (at least dccording to certain press reports) there may not have been adequate
communication within the City about our position, we believe that a key element of our meeting on
Monday November 1, 2004 will be to secure the authoritative position of the City on these
important issues. Our fundamental goal for this meeting is the same one we expressed in our letter
dated October 27, 2004: “to discuss how the City plans to conduct an adequately detailed
investigation that will permit KPMG to conclude its audit.” - -

If the City is prepared to proceed with dfi approptiateé investigation, then we urge you to consider
retaining counsel other than V&E to do 0. The positions asserted in, and oppositional tone of, Mr.
Maco’s letter raisés questiofis about V&E’s willingness or ability in these circumstances to
compléte the investigation of, and reach conclusions on; the audit-critical questions posed in ouir
prior oral and writtéh comiiiiinications and to do so in an objéctive and independent manner. Our

! In light of these requirements, the fact that the City may be exempt from Section 10A of the Securities Exchange Act of
1934 as Mr. Maco asserts, does not eliminate the City’s obligations under Generally Accepted Accounting Principles
(“GAAP”) applicable to governments. .

% Again, in the interest of assisting the City in understanding its obligations and explaxmng the professional guidance that
KPMG believes is applicable here, we are enclosing a copy of a very recent Practice Alert published by the American
Institute of Certified Public Accountants on “Illegal Acts”.
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reading of the letter suggests to us that, at this poinf, conducting the kind of investigation that is
necessary may be in tension with V&E’s ongoing representation of the City in the pending SEC
irivestigation. .

KPMG’s ability to complete its audit of the City’s financial statements is dependen't on resolution

of these outstanding issues. We have been, and will continue, to perform the service we understood
the City wanted us to perform (i.e. to objectively exercise our professional judgment in the
application of professional standards). We stand ready to do so in the independent manner we
believe the City, the investing public and the taxpayers expect.

Very truly yours, -
KPMG LLP

Steven G. DeVetter
Partner

c¢: Mr. Leslie Girard, Assistant City Attorney, City of San Diego



EXHIBIT 11



San Diego City Attorney
MICHAEL J. AGUIRRE

NEWS RELEASE

FOR IMMEDIATE RELEASE: December 9, 2004

Contact: Maria Velasquez, Press Secretary: (619) 235-5725 (pager & voicemail) mvelasquez@sandiego.gov

STATEMENT FROM CITY ATTORNEY MICHAEL J. AGUIRRE
' FINANCIAL DISCLOSURE PRACTICES INVESTIGATION, AND
DECISION NOT TO JOIN SAN DIEGO’S RETIREMENT SYSTEM

Action Taken to Ensure Public Confidence

The City Attorney’s Office is undertaking a separate and independent investigation into issues raised
in the Report on Investigation of the City of San Diego’s Disclosures of Obligations to Fund the San
Diego City Employee's Retirement System and Related Disclosure Practices 1996-2004, dated 16
September 2004. After the investigation is completed, a decision will be made whether to refer any
matters to the City Attorney’s new Public Integrity Unit in the Criminal Division.

| The City Attorney has also announced that he will not become a member of the San Diego
Retirement System until the conclusion of the San Diego City Attorney's investigation of the
outstanding legal issues addressed, arising out of, or related to the Report on Investigation of the San
Diego Disclosures of Obligations to Fund the San Diego City Employee's Retirement System and
Related Disclosure Practices 1996-2004, dated 16 September 2004. He is taking this action to
ensure public confidence in the resolution of any investigations undertaken by the San Diego City
Attorney's office. ~ ‘

Please note the City Attorney is permitted to not become a member of the retirement system under
Municipal Code § 24.1702 which provides: ' '

§24.1702 Membership by Elected Officers Permissive

Every Elected Officer in office at the time this section becomes effective, or elected
after the effective date of this section, may become a Member of this System if he
files with the Board a written election to become a Member.

(Retitled from "Membership by Legislative Officers Permissive" and amended 10-8-
2001 by O-18994 N.S.)

Thus, City Attorney Aguirre will not be filing a written election to become a member of the San Diego
City retirement system at this time. ~

HiHt

~ Recent City Attorney media releases can be accessed on the San Diego City Attomney's home page located on the Internet at hitp/lwww.sandiegocityattorney.org

1200 Third Avenue, Suite 1620, San Diego, California 92101-4188 (619) 236-6220
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INTERIM REPORT NO. 1
REGARDING POSSIBLE ABUSE,
FRAUD, AND ILLEGAL ACTS BY

SAN DIEGO CITY OFFICIALS AND EMPLOYEES

REPORT OF THE
SAN DIEGO CITY ATTORNEY

MICHAEL J. AGUIRRE

OFFICE OF
THE CITY ATTORNEY

CITY OF SAN DIEGO
1200 THIRD AVENUE, SUITE 1620

SAN DIEGO, CALIFORNIA 92101-4178
TELEPHONE: (619) 236-6220

14 JANUARY 2005
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INTERIM REPORT NO. 2
REGARDING POSSIBLE ABUSE,
ILLEGAL ACTS OR FRAUD BY

CITY OF SAN DIEGO OFFICIALS

REPORT OF THE
SAN DIEGO CITY ATTORNEY

MICHAEL J. AGUIRRE

OFFICE OF

THE CITY ATTORNEY
CITY OF SAN DIEGO
1200 THIRD AVENUE, SUITE 1620

SAN DIEGO, CALIFORNIA 921014178
TELEPHONE: (619) 236-6220

9 FEBRUARY 2005
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Kroll
660 South Figueroa, 9th Floor
Los Angeles, CA 90017

tel: 213-443-6090
fax: 213-443-6050

wiw krollworldwide. com .

February 10, 2005

Hom. Richard Murphy,

Mayor of San Diego

San Diego City Council

212 C Street

* San Diego, CA 92101 : -

Re: Independent Services for the City of San Diego
Dear Mr. Mayor & Council Members:

This letter confirms our understanding of the scope and terms of the engagement of Kroll
Associates, Inc. (“Kroll”) by the San Diego City Council (“the Council”). It is understood that
although we are being hired by the Council, we will perform our services with complete ._
“independence. from the Council, the Mayor, the City of San Diego (“the City™), the City’s —
departments, the City’s agencies including the San Diego Employees’ Re:nrement System
(“SDCERS?”), all elected City officials or-any other party that is involved with this matter.

Background

On January 27", 2004, the City of San Diego California made a voluntary disclosure ‘ﬁling with
the four Nationally Recognized Municipal Securities Information Repositories recognized by the
Securities and Exchange Commission (“SEC”). The first provided a description of the unfund'ed
accrued actuarial liability of the Sand Diego City Employees’ Retirement S'yster_n t.o.gether with
projections anticipating the growth in the liability, an estimate of the accrued liability .fo? post. ..
retirement health care benefits conferred on the City’s retired workers, as well as a description of
the mechanics by which the City funded the system. THe second described numerous errors
- discovered in the footnotes of the City’s audited annual financial statements. Subsequently,

-rating agencies have downgraded the ratmcr of the City’s debt and investigations have been
commenced by the SEC and U.S. Attorney ' -

We understand the City has engaged KPMG to perform an independent audit of its 2003 annual-
financial statements, We also understand Vinson & Elkins (“V&E™) issued an ?nvestlgatlve
report dated September 16, 2004 entitled *“The City of San Diego, California’s D1scquures pf
~ Obligation to Fund the San Diego City Employees’ Retirement System and Relatc.ad. Dlsclosuri .
practices 1996-2004 with Recommended Procedures and Changes to the Municipal C'k?de.
Subsequent to the issuance of this report we understand that KPMG has requested additional

C.-13269
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competent evidential matter it deems necessary to complete its audit in accordance with
applicable accounting, auditing and professional standards and that further investigation be made
into certain matters. We also understand V&E has been engaged to perform additional work. It
is our understanding KPMG has requested the results of the V&E investigations, as well as the

results of an ongoing investigation by the City Attorney, be rccewed reviewed and evaluated by
an independent third party,

Scope of Project
The City has requested that Kroll (1) receive, review and evaluate the findings of the
investigations by V&E and the City Attorney. The City has also requested Kroll provide

consultmg assistance in assessing mtemal control deficiencies affecting matters discussed in the
investigation reports

‘The scope of this engagement will be in two phases. The first phase of the engagement will be
for Kroll to serve as an Independent Investigator for matters relating to (1) the unfunded liability, .
of the SDCERS and (2) errors discovered in the footnotes of the Clty s audited annual ﬁnancnal
. statements. We expect this phase of the project will include: -

* Working with KPMG to understand their concerns and attempt to reach a satisfactory
work program that' will assist them in obtaining the necessary evidence and
documentation required by applicable accounting, auditing and professional standards.
Receive, review and evaluate the reports of investigations of this matter that we currently

- understand will be issued by V&E and the City Attorney. We understand that the Council
will direct V&E and the City Attorney to provide us access to whatever information they

* have related to their investigations. This shall include (a) reading and reviewing these
reports, (b) recommending changes in scope of the work performed that will meet the

needs of KPMG and where we deem necessary (c) performing additional procedures we

comnsider necessary to reach conclusions or obtain evidential rnatter that is required by
KPMG. In doing so, we will require unconditional access to all information gathered, by
the persorinel and documents of the City, SDCERS, V&E, the City Attorney and any
- other parties involved with this matter. We also may direct V&E to perform additional
investigative procedures we deem necessary. Should we deem it necessary we may also
retain legal counsel. We will attempt not to duplicate work that has already been
performed, unless we ‘believe that additional work needs to be done to complete our
investigation and provide KPMG with evidence they require in order to issue an opinion
on the fiflancial statements. A lack of cooperation by the parties involved with this matter
or a lack of access to the information or personnel we require may impact our ability to
complete our investigation and ability to complete this project.
*  We will report our findings to the Council.



IGoll o Hon. Richard Murphy,

_ : C Mayor of San Diego
San Diego 'City Council

Page 3 of 6

Our work will be based on the investigation reports and any additional procedures we deem
necessary, However, we are not responsible for the work performed by V&E or the City
Aftorney. ‘We are also not responsible for the issuance of audited statements by KPMG or any
other exterrial accounting firm the City has hired to audit its’ financial statements.

You have also requested a second phase to our engagement, which we will not be prepared to
commence until the first phase is complete. In the second phase, we may be engaged to consult
“with personnel of the City to establish internal controls that if implemented and operated
properly by the City could provide reasonable assurance that the transactions identified in the
reports in phase one are properly reported and disclosed in the financial statements of the City.
We could coordinate our work with the City Auditor and Comptroller, the head of the internal
audit department and the City’s outside independent auditors as to the scope and nature of the
internal controls that the City would need to assess, document, implement and test. '

The City’s internal control over financial reporting includes those policies and procedures that
- pertain to its ability to initiate, record; procéss and Teport financial data consistent with the

assertions embodied in either its.annual or interim financial statements and accompanying -

disclosures. Management of the City is responsible for ‘evaluating the effectiveness of the
Company’s'internal control over financial reporting usirig suitable control criteria and supporting
1ts assessment ‘with sufficient evidence including documentations. Management will also be

-Tesponsible for presenting a written assessment of the effectiveness of the City’s internal
controls, - '

The work performed in connection with phase one and two of this project will be completed in

accordance with the applicable professional standards, for consultants, set forth by the American
Institute of Certified Public Accountants. : '

The Council agrees that any written reports, schedules, other materials, or documents prepared or
provided by Kroll are to be used only for this matter and will not be disclosed, published, or used
by the Council or any representatives of the City for any other purpose without Kroll’s prior
written permission. . . : ' :

Kroll agrees that all working papers and other documents prepared or réceived by us pursuant to
this engagement will be maintained by us as confidential material and we agree not to disclose
our work or work product hereunder to third parties withiout the Council’s consent, except as may

¢ required by law, regulation, or judicial or administrative process, or in conmection with
litigation arising hereunder. We also agree to abide by any court orders provided to us in writing
and signed by us regarding confidentiality. We will, at your request, transmit inforriation to you
by facsimile, e-mail, or over the Internet. If any confidentiality breaches occur because of data
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transmission, you agTeéthat this will not constitute a breach of any obligétion of 'confidezitiality.'
If you wish to limit such transmission to information that is not highly confidential, or seek more
secure means of communication for highly confidential information, you will need to inform us.

If access to any of the materials in our possession relating to this engagement is sought by a third

party, we will promptly notify you of such action, tender to you our defense responding to such
request and cooperate with you coicerning our response thereto. In the event that we are
subpoenaed as the result of any work performed for you in connection with this engagement, the
City will compensate us for our time involved in responding to such subpoenas.

. Our fees are based on the actual hours plus expenses incurred and are not contingent on the
completion or outcome of the investigation. We will bill you at the rates for the professionals
that work on this mater, Our rates currently range from $125 to $750 per hour. Our engagement
team will be lead by Mr. Lynn Turner and Mr. Troy Dahlberg and under the oversight of Arthur
Levitt. Their rates are $750, $450 and $900 per hour, respectively. Our hourly rates are
periodically revised. You will pay us for expenses that we incur for this matter, including but not
limited to travel costs, lodging, outside research, copy costs, telephone and messengers. We shall
be paid for 6ur time and our expenses, including any legal expenses that we may incir,

associated with any subsequent testimony or response to any process that is required of us as a- -

result of our services related to this engagement. -

We will be pleased to start work upon receiving a $75,000 retainer that will be applied to the last -

invoice. We understand that the Council will initially approve $250,000 for our engagement, but
will ‘consider approving additional funds on an as needed basis in order to complete the
engagement. ‘We bill at a summary level, generally on a monthly basis, based on the fees and
expenses incurred. Payment is due upon invoicing without regard to the current status of this
matter, and a late payment fee of 1 % percent per month may be charged for any indebtedness.

We require full payment of any indebtedness prior to the issuance of any report. We may stop
work at any timie in the event of any delinquency of indebtedness. We may resign this . -

- engagement at our sole discretion at any time. .

The scope of this engagement does not constitute a rendering by Kroll or its employees of any

legal advice, and because our engagement is limited in nature and scope it cannot be relied upon

to discover all documents and other information or provide all .analyses which may have

importance to this matter. This engagement does not anticipate the compilation, review, or audit

of financial records or financial statements. No representative of the City will hold us responsible

for any loss or liability, which may result from the rondiscovery of any matters which may
_otherwise have an influence on this matter.

We have undertaken a limited inquiry of Kroll's records to determine if there are any conflicts -

with this engagement, and currently ‘we are aware not found any. However, the very nature,
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diversity, magnitude, and volume of Kroll and its past and present clients and professional
relationships does not allow us to be certain that each and every possible relationship or potential
conflict has come to our attention. In the event that additional relationships or potential conflicts
come to our attention, we will promptly notify you. The Counsel agrees that it will inform Kroll

of additional parties to the matter. Kroll is a separately operated wholly owned company of the
Marsh & McLennan Companies. : '

The Council and City agree that thé City or any other party or affiliate acting on their behalf will

not hold Kroll, its affiliates, its representatives or its employees legally responsible for any loss or -

liabi-lity to the City or any of its representative or personnel for any claims, liabilities, or expenses
relating to this engagement. Additionally, the City agrees to indemnify and hold harm]ess, Kroll,

its affiliates, its representatives and its employees from any and all claims, liabilities, or expenses

arise as a result of Kroll performing services pursuant to this Agreement. This provision and
other provisions in this Agreement will survive the completion or termination of this
engagement. ' :

If any po'r;ibn of this Agreement is held to be void, or otherwise unenforceable, in whole or part,
the remaining portions of this Agreement shall remain in effect. ' o -

We appreciate the opportunity to assist you on this matter. If this Agreement meets with yoﬁr
~approval and your client’s approval, please sign below. Please return the signed letter to Troy
Dahlberg at the above address, retaining a copy for yourself and your client. ' ‘

Very truly yours,

" Mr. Troy Dahlberg

Managing Director '
Kroll Associates, Inc. - -
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Acknowledcred by w M\w\ : Date: Ly "F’Eﬁ o

Hon. Richard Mutphy,
Mayor
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C1ty Attorney
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THE CITY OF SAN DIEGO, CALIFORNIA
MINUTES FOR REGULAR COUNCIL MEETING

OF :
MONDAY, FEBRUARY 14, 2005
AT 2:00 P.M.
IN THE COUNCIL CHAMBERS - 12TH FLOOR
Table of Contents
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MOTION BY ATKINS TO ADOPT, APPROVING THE APPOINTMENTS. Second by
Madaffer. Passed by the following vote: Peters-yea, Zucchet-yea, Atkins-yea, Young-
yea, Maienschein-yea, Frye-yea (nay on appointment of Robert S. Griswold), Madaffer-
yea, Inzunza-yea, Mayor Murphy-yea.

ITEM-S403: Retention of Kroll, Inc. and Mr. Lynn E. Turner to Provide Expert
Services in Connection with Current Investigations Relating to the City’s .
Financial Condition.

CITY MANAGER’S RECOMMENDATION:
Adopt the following resolution:
(R-2005-820 Cor. Copy) ADOPTED AS RESOLUTION R-300139

Authorizing and directing the Mayor, City Manager, and City Attorney, to
execute the agreement with Kroll, Inc., attached hereto as Exhibit B;

Authorizing the initial amount of $250,000 from the Public Liability Fund No.
81140, for the above entitled purpose on the condition that the City Auditor and
Comptroller first certify that the funds are in the treasury and available for these
purposes, although additional sums may be necessary to be authorized from time
to time by the City Council;

Authorizing and directing the City Auditor and Comptroller, upon consultation
with the City Attorney, to allocate the above described expenditure between the
General Fund, the Sewer Fund (No. 41506) and the Water Fund (No. 41500)
based upon an appropriate and lawful allocation method.

CITY MANAGER SUPPORTING INFORMATION:

In February of 2004, the Securities and Exchange Commission (SEC) and the U. S. Attorney's
Office, informed the City that they were undertaking investigations into certain financial
disclosure practices by the City. Those investigations are on-going. Early in 2004 the City
retained the services of the law firm Vinson & Elkins LLP (V&E) to conduct an investigation
and provide a report on disclosure practices of the City from 1996 to the present. V&E
completed its investigation and in September of 2004 issued its report. Also, in the spring of
2004 the City retained the services of the accounting firm KPMG to perform the outside audit of
the City's FY 2003 financial statements. Pursuant to its obligations with respect to the conduct of
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the FY 2003 audit, the City has undertaken two separate further investigations; one by V&E and
one by the City Attorney. It is expected that reports will be issued following these investigations
(an interim report was issued by the City Attorney on January 14, 2005). It is necessary and
appropriate for the City to designate the person or body to receive the additional investigative
reports, assess them, reconcile any discrepancies, and make appropriate recommendations to the
City Council. In addition, it is necessary for the City to provide for a review of the City's internal
controls related to reporting and disclosure pursuant to applicable securities laws. Recently, it
came to the attention of the City that Mr. Lynn E. Turner is available for this important
assignment. Mr. Turner is currently a senior advisor to Kroll Zolofo Cooper, a company
specializing in corporate advisory and restructuring issues, and forensic accounting and
litigation; and is the managing director of research at Glass Lewis & Co., a company that
provides objective evaluation of corporate integrity and financial transparency for public
companies.

Most importantly, Mr. Turner is the former Chief Accountant of the SEC, serving in that position
from 1998 to 2001. In that capacity, he was the principal advisor to the SEC Chairman and the
full Commission on financial reporting and disclosure by public companies. A copy of

Mr. Turner's resume is attached to the proposed resolution, as is the proposed engagement letter.

The City Manager recommends that the City Council retain Mr. Turner to perform the important
functions described above, and be available to provide such further advice and recommendations
as may be appropriate. Mr. Turner presents a unique blend of talent and experience that will be
invaluable to the City in responding to the conclusions in the V&E and City Attorney
investigations and reports, and in moving forward towards obtaining the audit of the City's

FY 2003 financial statements. An initial expenditure of $250,000 is recommended, subject to the
City Auditor and Comptroller first certifying that the necessary funds are in the treasury and
available for this purpose. The Mayor, City Manager and City Attorney would be authorized to
execute the proposed engagement letter, providing for the full cooperation of the City and the
independence of Mr. Turner in the performance of the scope of work.

Ewell

FILE LOCATION: MEET

COUNCIL ACTION: (Time duration: 2:24 p.m.—2:58 p.m.)

MOTION BY FRYE TO ADOPT. Second by Atkins. Passed by the following vote:
Peters-yea, Zucchet-yea, Atkins-yea, Young-yea, Maienschein-yea, Frye-yea, Madaffer-
yea, Inzunza-yea, Mayor Murphy-yea.
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Council Meeting of February 14™, 2005: Item S403

THAT VINSON AND ELKIN IS NOW UNDERTAKING AND IN THE
INTERIM WE HAVE ASKED SUSSMAN AND GODFREED AND
PARTNERS TO HOLD OFF ON ANY ADDITIONAL WORK UNTIL AFTER
WE HOPEFULLY GET THROUGH THIS PROCESS.

FRYE:

AND SO MR. TURNER IS TO LOOK AT THE REPORT THAT HAS NOT
BEEN RELEASED YET BY V AND E OR THE FIRST REPORT THAT WAS
NOT ACCEPTED BY KPMG OR BOTH?

EWELL:
HE WILL LOOK AT ALL REQUESTS.

TURNER:

LET ME TELL YOU WHAT MY TAKE IS ON WHAT IS GOING ON HERE.
HAVING BEEN AN AUDIT PARTNER, I'VE BEEN IN ONE OF THESE
AUDITS MYSELF, ALTHOUGH QUITE FRANKLY NONE LIKE THIS
ONE.

FRYE:
THIS ONE IS VERY SPECIAL.

[LAUGHTER]

TURNER:

YES. YOU HAVE A NUMBER OF ALLEGATIONS PUT ON THE TABLE
FROM DIFFERENT PARTIES. IF YOU ARE A PARTNER INSIDE KPMG,
GIVEN THAT RUNS TO ALL DIFFERENT CORNERS OF THE CITY AND
EVERYONE, KPMG IS LOOKING FOR SOMEONE INDEPENDENT OF
ALL THOSE DIFFERENT PARTIES TO COME IN AND STEP IN JUST
LIKE AN AUDIT COMMITTEE IN A PUBLIC COMPANY LIKE
QUALCOM OR WHOEVER TODAY, TO TURN AROUND AND TAKE
THOSE REPORTS AND SAY, BASED UPON THOSE, DOES THIS
INFORMATION ALL MAKE SENSE AND HOW DOES THAT RELATE,
THEN, TO WHAT KPMG IS GOING TO HAVE TO MAKE THOSE
DECISIONS? THEY ARE LOOKING OF SOMEONE INDEPENDENT OF
ALL THE PEOPLE WHO HAVE BEEN DRAWN IN TO THE
INVESTIGATIONS AND ALLEGATIONS TO COME BACK AND IN AN
ESSENCE ACT AS A COMMITTEE TO SAY RIGHT OR WRONG, WE
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NEED TO BE WITH THE FINANCIAL STATEMENTS ONE MIGHT SAY IT
IS IN ESSENCE PROVIDING THEM SOME COVER SO THEY CAN DO
THAT AND GET ON WITH IT. THAT IS NOT THEIR WORDS, THEY ARE
MY WORDS. IT HELPS THEM TO BE ABLE TO SAY WE'VE HAD AN
INDEPENDENT VOICE LOOK AT THAT AND IT LOOKS REASONABLE.
I THINK THAT IS THE ROLE WE ARE GOING TO PLAY. THE KEY IS
GETTING KPMG COMFORTABLE WITH THE INFORMATION THEY
GOT AND THE CONCLUSIONS THAT HAVE BEEN REACHED AND
WHETHER OR NOT THAT DOES BRING IT TO AN END FROM THE
PERSPECTIVE OF FINANCIAL STATEMENTS AND CAFR. AND THEY
NEED THAT INDEPENDENT SOURCE TO BE ABLE TO DO THAT. IF I
WAS IN THEIR SHOES I'D BE DOING THE SAME THING QUITE
FRANKLY.

FRYE:

SO THE ROLE OF V AND E WAS NOT TO DO AN INDEPENDENT
REPORT THEN, WHEN WE HIRED V AND E. SO THERE COULD BE AN
INDEPENDENT INVESTIGATION?

EWELL: A

1 CAN RESPOND TO THAT THEY WERE TO DO AN INDEPENDENT
INVESTIGATION, YES. BUT KPMG ALL ALONG HAS ASKED THE
QUESTION, WHO WILL RECEIVE THESE REPORTS, WHO WILL BE THE
INDEPENDENT ENTITY TO RECEIVE IT ,ANALYZE IT, DRAW
CONCLUSION MAKE REPRESENTATIONS ON IT. SO THIS IS NOT
SOMETHING THAT WE WERE NOT AWARE OF. WE INITTIALLY HAD
HOPED TO PUT FORTH THE FINANCIAL OVERSIGHT BOARD AND
GIVE THEM THE OPPORTUNITY TO RECEIVE IT AS THIS AUDIT
COMMITTEE WOULD IN THE PRIVATE CORPORATION. THE MAYOR
HAS BEEN WORKING DILIGENTLY WITH RESPECT TO IDENTIFYING
PEOPLE TO BRING TO THE COUNCIL. WE THOUGHT WE NEEDED TO
MOVE MORE AGGRESSIVELY IN CONVERSATIONS WITH HE WE
LOOKED FOR OTHER ALTERNATIVES AND THAT IS WHAT BROUGHT
US TO BRINGING MR. RECOMMENDING THAT MR. TURNER COME
ON BOARD FOR THAT PURPOSE.

FRYE:
SO, HOW DO YOU PLAN TO MAINTAIN OR RETAIN YOUR

INDEPENDENCE FROM ALL OF THIS BECAUSE MY UNDERSTANDING
7




EXHIBIT 17



THE CITY OF SAN DIEGO, CALIFORNIA
MINUTES FOR REGULAR COUNCIL MEETING
OF
TUESDAY, MARCH 8, 2005
AT 9:00 AM.

SAN DIEGO CONCOURSE
AT GOLDEN HALL

Table of Contents

CHRONOLOGY OF THE MEETING.....cccccieriniiniineiencisieisieisssisisisnsss e ssnessssnssaenes 2
ATTENDANCE DURING THE MEETING ........cccovviivimiiiiiiniiiiciieiiiceerese s s 2
ITEM-300:  ROLL CALL..criitreeiriciiiirireiciiinneisinssstisesiisssessvesssnssssssssensessssssensesesssenes 3
NON-AGENDA COMMENT .....cotiiiietirieinnentneentrese st sasssiesasssssnssessesesssrsssanensassasses 3
COUNCIL COMMENT ....tiieirieiineereecees et sressests e e esssssssssissssssesrsssessssstssesssessonsassosessanaes 6
CITY MANAGER COMMENT ..................................................................................................... 6
CITY ATTORNEY COMMENT ....ooiiiiiiiirinieteeenret e etseseessssstsssestessnssissssesssse s snnsssssssasnses 6
ITEM-330:  BeYer PrOPerty .cccoceveeriiiiiiiniiiininiiiienicsicsi sttt s e ssesssasen s esennssesens 7

ITEM-331: Inthe matter of: The disposition of the Mt. Soledad Cross and the property
previously conveyed to the Mt. Soledad Memorial Association ..........ccceevvveiennnee 11

ITEM-S400: Second Amended and Restated Agreement with Hawkins Delafield & Wood, LLP

for General Disclosure Counsel SEIVICES cvvevivimrrvrrernvrrerreerrnssiriresrrersssssssessssesenes 11
ITEM-S404: Audit Committee of the City of San Diego ........occcvvvrveevncevinninininiiinicinena, 13
NON-DOCKET ITEMS ..oottiteiirieiiiiseteiissseeeeseesssesssseessssssssessesessssessrssssssssssssssssssssssssssssssssssssesssses 14

ADJOURNMENT ..ottt ettt ese s ssnsss e r s s s bs s s s e s b b ensabasaas 14



Minutes of the Council of the City of San Diego
for the Regular Meeting of Tuesday, March 8, 2005 Page 13

ITEM-S404: Audit Committee of the City of San Diego
(Citywide)

TODAY’S ACTIONS ARE:

Adopt the following resolutions:
Subitem-A: (R-2005-933) ADOPTED AS RESOLUTION R-300203

In order for the City to achieve the full benefit of the work of Kroll Associates,
Inc. under an agreement with the City dated February 10, 2005, the City Council
affirms to the City’s outside Auditor, KPMG, and all interested parties that, for
the purposes described in such agreement, Mr. Lynn Turner, Mr. Troy Dahlberg,
and Mr. Arthur Levitt are serving as the Audit Committee of the City as
contemplated by the Sarbanes-Oxley Act of 2002 (Pub. L. 107-204, 116

Stat. 745).

Subitem-B: (R-2005-933) ADOPTED AND INCORPORATED IN RESOLUTION
R-300203 (SUBITEM-A)

In order for the City to expedite the work of the Audit Committee and facilitate
the release of the audit letter by the City’s independent auditor as well as to
demonstrate the continued cooperation by the City of San Diego with the inquiries
of the U.S. Securities and Exchange Commission and the U.S. Attorney for the
Southern District of California, the City Council approves of the execution of a
letter of cooperation.

FILE LOCATION: Subitems A & B: MEET

COUNCIL ACTION: (Time duration: 10:38 a.m.—11:30 a.m.)

MOTION BY PETERS TO ADOPT THE RESOLUTION TO CREATE THE AUDIT
COMMITTEE, AND AS PART OF THAT ACTION TO AGREE TO THE
EXECUTION OF THE LETTER OF COOPERATION. Second by Madaffer.

Vote taken to appoint the Audit Committee: Passed by the following vote: Peters-yea,
Zucchet-yea, Atkins-yea, Young-not present, Maienschein-yea, Frye-yea, Madaffer-yea,
Inzunza-yea, Mayor Murphy-yea.
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Vote taken to sign the Letter of Cooperation proposed by Mr. Turner: Passed by the
following vote: Peters-yea, Zucchet-yea, Atkins-yea, Young-not present, Maienschein-
yea, Frye-nay, Madaffer-yea, Inzunza-yea, Mayor Murphy-yea.

NON-DOCKET ITEMS:

None.

ADJOURNMENT:
The meeting was adjourned by Mayor Murphy at 7:13 p.m.

FILE LOCATION: MINUTES

COUNCIL ACTION: (Time duration: 7:13 p.m.)




(R-2005-933)

RESOLUTIONNUMBERR- 300203

ADOPTED ON _ MAR 01 8 2005

WHEREAS, in February of 2004, the Securities and Exchange Commission [SEC] and
the U. S. Attorney’s Office, informed the City tHat they were undertaking investigations into
certain financial disclosure practices by the Cjty, which investigations are on-going; and

WHEREAS, early in 2004 the City retained the services of the law firm Vinson & Elkins
LLP [V&E] to conduct an investigation and provide a report on disclosure practices of the City
from 1996 to the present, and V&E completed its investigation and issued its report in September
of 2004; and

WHEREAS, in the spring of 2004 the City retained the services of the accounting firm
KPMG to perform the outside audit of the City’s FY 2003 financial statements; and

WHEREAS, in furtherance of the FY 2003 audit, the City has undertaken two separate
further investigations; one by V&E and one by the City Attorney; and

WHEREAS, the City Attorney issued a First Interim Report on January 14, 2005, and a
Second Interim Report bn February 9, 2005, and V&E is expected to issue a report on its further
investigation; and

WHEREAS, KPMG has not yet issued its audit opinion for the City’s F'Y 2003 financial

statements; and
WHEREAS, the SEC is continuing its investigation; and

WHEREAS, on February 14, 2005, the City retained the services of Mr. Lynn Tumer and

Kroll Associates, Inc. to perform certain services in connection with these matters; and

-PAGE 1 OF 2-



WHEREAS, it is now necessary and appropriate for the City to take additional steps in
furtherance of obtaining the audit opinion for the F'Y 2003 financial statements and in

furtherance or resolving the SEC’s investigation; NOW THEREFORE,

BE IT RESOLVED, by the Council of the City of San Diego, that in order for the City to
achieve the full benefit of the work of Kroll Associates, Inc. under an agreement with the City
dated February 10, 2005, the City Council affirms to the City’s outside auditor, KPMG, and all
interested parties that, for the purposes described in such agreement, Mr. Lynn Turner, Mr. Troy
Dahlberg, and Mr. Arthur Levitt are serving as the Audit Committee of the City as contemplated

by the Sarbanes-Oxley Act of 2002 (Pub. L. 107-204, 116 Stat. 745).

BE IT FURTHER RESOLVED, that in order for the City t;) expedite the work of the
Audit Committee and facilitate the release of the audit letter by KPMG, the City’s independent
auditor, as well as to demonstrate the continued cooperation by the City of San Diego with the
inquiries of the U.S. Securities and Exchange Commission and the U.S. Attorney for the

Southern District of California, the City Council approves of the execution of the letter attached

hereto.
APPROVED: MICHAEL J. AGUIRRE, g
4
By /. / ) /
Teslie J. @
Assistant City Attorney
LJG:km
3/04/05
Or.Dept:City Manager
R-2005-933
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[Letterhead of the City of San Diego]
March 7, 2005

An Open Letter to the Citizens of San Diego:

. We, the undersigned Mayor, City Attorney, City Manager and Members of the City
Council recognize the importance to the welfare of the City of the issuance of opinions on the
City’s Combined Audited Financial Statements for 2003 and 2004 by the City’s independent
auditors.

¢

In order to e;(pedite the satisfactory conclusion of independent investigations intended to
address concerns of the City’s independent auditor and to demonstrate the City’s intention to
fully cooperate with ongoing investigations by the U.S. Securities and Exchange Commission
and the U.S. Attorney for the Southern District of California, the City has entered into an
agreement with Kroll Associates, Inc. Pursuant to that agreement, Mr. Arthur Levitt, former
Chairman of the Securities and Exchange Commission, Mr. Lynn Turner, former Chief
Accountant of the Securities and Exchange Commission, and Mr. Troy Dahlberg are serving as
the independent de facto Audit Committee of the City as contemplated by the Sarbanes-Oxley
Act of 2002. The Audit Committee will conduct a process through which it will receive and
review all investigative work relating to the issuance of opinions for the City’s Combined
Audited Financial Statements for 2003 and 2004 and present conclusions thereon to the City’s
independent zuditors, the City Council, and the City Attorney. :

Accordingly, we agree with each other and pledge to you, our full cooperation and non- A
interference with the investigation and work of the Audit Committee until its final completion.

We understand that this means that the appropriate means of making any accusation of
illegal conduct relating to the City’s disclosure obligations, conduct of pension matters, or the
City’s financial condition is through the Audit Committee, which will appropriately evaluate and
promptly report such matters to the regulators.

We recognize this process as one that is well understood by financial markets, the
auditing profession, the SEC and the Department of Justice. We also understand that, in order
for this process to be effective, we must assure its complete independence and our non-
~ interference, allowing it to run its course.

We understand that our commitment and pledge requires us to refrain from the personal
criticism and accusation that prompted the San Diego Union Tribune Editorial “City Hall
Conflict,” published on February 24, 2005, whether it be in this Chamber, the press conferences

referred to in the editorial, or elsewhere.

And we understand the importance that our honoring of our commitment and pledge
made to you in this letter has to the restoration of the City of San Diego’s well being, financial
reputation, and position of “best in the class.”



We agree to support a 120-day stay of the litigation involving SDCERS v. AGUIRRE ET
AL and SAN DIEGO COUNTY TAXPAYERS ASSOCIATION v. CITY of SAN DIEGO, ET
AL.. subject to satisfactory language being agreed to by the Parties no later than 12:00 noon, .
March 14, 2005.

_Siﬁcerely,
Dick Murphy, Mayor _ Michael Aguirre, City Att(?l"l;ey
t
Scott Peters, District 1 Blrian Méienschein, District 5
Michael Zucchet, District 2 Donna Frye, District 6
Toni Atkﬁns, District 3 - Jim Madaffer, District 7
Tony Young, District 4 Ralph Inzunza, Disfrict 8

. P. Lamont Ewell, City Manager



Passed and adopted by the Council of The City of San Diego or1MARE ..... 8 2005 ............................................ ,
by the following vote:

Council Members Yeas Nays Not Present Ineligible
Scott Peters
Michael Zucchet
Toni Atkins
Anthony Young
Brian Maienschein
Donna Frye
Jim Madaffer
Ralph Inzunza

PYNORONEE
bobbdidrOoUd
000000000

DDD%DDDDD

Mayor Dick Murphy

DICK MURPHY
AUTHENTICATED BY: Mayor of The City of San Diego, California.

CHARLES G. ABDELNOUR

(Seal)

Office of the City Clerk, San Diego, California

. | | Resolution R 3 O OP 03 adon MAR G 8 2005

This information is available in alternative formats upon request- Number....... ... o .2y Y . Adopted o

CC-1276 (Rev. 01-05) é‘l?g Printed on Recycled Paper
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April 19,2005

Aundit Commitee of the City of San Diego
o/o Mr. Troy A, Dablberp

Kroll Ine, .

60 South Figueros Street — 9th Floor
Los Angelas, CA 90017 ’

Re: A Terms of Engagement &S Counsel lo the Audit Committee of the City of Sqn Diega
'Members of the Audit Committee:

This letter confirms the 1evms of our engagement by the Audit Committee of the City of San Diepo (the
«audit Committee™),

The purposs of our engagement is to 8ssiz the Audit Committee in commection with financial reporting
and other issuss that bave arisen soncerning the San Diego Clty Employees’ Retirement Systam

D (“SDCERS™. The scope of our engagement will inchode counsel and asgiztance to the Audit

Committsz in connecstion with its independont investigation into SDCERS finances and disclosure, it
will aleo include other matters that, in the judgment of the Audit Committee, may require inquicy or
jnvestigation. Tn our capacity as counsel 1o the Audit Committee, we are being engaged by, and will
report exclugively 1o, the Audit Committee. Accordingly, we will serve with complete independence
from the Mayor of San Diego, the San Disgo City Connoil, the City, and the City's departments, -

© agencies, and elected city officials. : ‘

We will follow the convention of charging for services based on hourly rates (subject to revision on an

. annual basis ou October 1) which, et pressnt, range from $560 to $825 for pantners, $240 to $555 for
associates, and $110 1o $200 for Jegal assistants and others. We will also follow the convention of

. jocluding with our bill a statement for disbursements, costs, and other charges incurred which normally
include such things as duplicating, long dgtance telophone, computerized legal rescarch, tavel, and
other such expenges. The Audit Committee will be entitled, in the event of a fee dispute involving
amounts from $1,000 to 550,000, 1o seek arhitration in eccordance with Part 137 of the Ruler ofthe
Chicf Administratos of the New York courts. We do not construe this engagement &3 ¢reating an
attorney-client relationship with any persons or entities other than the Audir Committee.

Although we are serving 8§ counsé) 1o the Audit Commitiee, payment of our bills is 1o be the

responsibility of the City and, by signing and thereby acknowledging it payment obligations wnder
this engagement Yatter, the City through a doly authorized representative-agrees to fulfill that

NE® YORR  WASIUNGTGN  PAls LONDOK  MuaN  ROMRE  FRANKEUNT DruUsItL
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Audit Commitiee of the City of 8an Disgo
¢fo Mr. Troy A. Dahiberg

Kroll Ire,

April 19, 2005

Papge2

responsibility. We will transmit bills monthly, or mors frequently depending upon the tevel of activity,
by sending them 1o P. Lamont Ewell, Clty Manager. A copy will be transmitted to the Audit -
Committee a3 well. Payment will be due no later than 15 days sfter the date upon which 2 bill is
tansmitted. We shall require the full payment of any indebtedness prior to the izsuance of any report
and we may Stop work at any time in the svent of a payment delinquensy, We may- also resign this
engagement for any reagon in our sole discretion within five business deys after prior written notics,

Shonld any effort be made (a) sither by subpotna, digeovery demand or otherwise 1o gain access 1o
" \nformation, materials, doctrments, work product o¥ information of any kind in the possession of
Willkie Far & Gallagher LLP (FWF&G") that has been generated, abtained or Jearmed as 8 regult of
tha wotk perforned by WFaG under the engagement, or (b) to otherwise prevent, interTupt Or Intexfere
with the perfarmance of WF&G's work in cantection with the engagement, whether by judicial acstion .-
or other means, then in such cvent, subject to the other provigions of thiz lettes, to the extent feasible
and permissible by law we shall promptly notify you and follow Tawful directions from you with
respect to our respoRse 10 ANy quch cffort. The City agrees to. pay, reimburse, indenmify and hold
harmless WE&C for all costs and. expenses (including time charges, fees, disburscmments, and
reasonahle attorney fees) thet may be incurred or gonerated by the firm in connection with, or'that may
arise out of or relate 10, any effort undertzken in response o amy such effort or judicial action or
pursuant to any dizection from you. : :

The City agress 1o indemnify and bold harmless WF&G for any claims or judgments sgainst WF&G

~ axising out of this engagement, including monthly reimbursement for all WF&G time charges, fees,
costs, attomey foss and disbursements and defense or other costs, unless and until it were to be finally
adjudicated that WR&G's actions were negligant, tortious or beyond the scope of the engagement.

We are prepared 10 commence work immediately upon reccipt of & $250,000 retainer which we will
old until the conciusion of the engegemeént and therevpon either rerumn o the City or apply to the final
invoice(s), .

WeTook forward to being of service 10 the Audit Committee.

28312802



FROM
FAax NO. =
May. @7 2005 @8:B4AM FS
HHT-UD—EUUD FRL L1-48 R FHA NV o
May 06 05 09118a City of San Diego 5192368068 ' p4

: Andit Committee of the City of San Diego
- /o Mr. Troy A Dahliberg
Kroll Ine.
Aprit 19, 2005

Page 3

AGREED: |

f San Diego
ACKNOWLEDGED:

P, Lamont Ewell, City Managot
For the City of San Diego

26312802
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M. P, Laront Bwell
City Munager

12 C Strmet, Susve 900
Ban Diege, CA SIHIT

'  Re; Audif Coarmmittae - Investigation Status
Deny Me. Bwell:

This lettzr is un &fort to update you on the status of the Audit Commitiee’s
imvostigation, Censistent with our erigagement letter, the Addit Comznitter hias er i

cargently performing the following;

« Rewiewed the reports and related exhibits prepared by $inson & Tdkins, the
City Attorney, and Luge Forward.

« ‘Misglingand holding discussions with the ind ependent auditord to soontlinate
_timuhrk. .

« Onging comummication with law enforcement agencies,

» Hus toquesied documents andl records and i in the proeéss of feviéwi&g
information rexeived from the Clly Altorney, Vinson # BElins, NTI
Rroakveater and San Diego Data Provessing Certter, :

¢ ¥ sequested the City Aftorney provide it with a complate listing af cach
conearn the attorney os with respect to the shatters under investigation.
Additionally, we have requested decumentation supporting the €ty
Artorrey's concerns and investigation, including alt of the procedures. and
ethodologies appled and all documents identified. We belicwe it i
Wmportant issucs raised by the City Attorney be thoroughly investigated,

Ly 2
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" s Relewsw the work of Yirson & Dikins, incuding assessing: thuir vk
productand work papess for their September 16th Report and Phage IT of iy
invvestipation, in oxder to determine whether additioral procedures neied to be

+ Meeting wilh reprepentatives "of San Diege ity Employees’ Retiveanent
Systein ("SDUHRS"). and thir advisms regerding varipts dsaaes fovgived with

A this firme, Winson & Elldns's work contimies'on going with o eharge in tha:CRy's
‘ot Audit Commitee’s relationship. The Audit Committee will wee the wak
completed by Vinson & Elking, ineluding documents #nd evidence retrieved, to the
extent possible as set forth In oyr engapement letter, QOFf course, 45 15 albe set forfhin.
our cngagomeit lekber, we will umdertake necessary procedires o ofisu an
imdepandent, thoregh and complete mvestigation. ' :

Qupeutioms have beorr raised as to-whether ar net Vinson & Elkin's work program wrifl
restlf tn another wepozt from that Hem. ‘The independent sudltors Tsve not
aprecilically toguoster] traat from the Audit Committde. Huwever, the auditors have
requested the Audit Committes provide thom with a Jetter that tommumicates an
imdepenident, complete and thurough invesiigation has been complered &3 the
“opinden: of the Aedlf Commitiee, “I'hgy. have also asked for our spinion on- whather
appropidate remediation has been underteken.  Uitimalely, we de expeet b0 issue a
Fipel reprt a5 noted. in .o condract.

H sk forgh in tho Audit:Cernmittee erppgemnent letter signerl by the City Muyor,
Artorney and Manager and voted on and approved by the City Counel, the Audit
Comtaittes fes determined to retain their own independent legal counsel £ obtein
guidance on matters of law. The completion of the Audit Committes’s work i
contingaat sponour ability to retain ouiside indeperdent legal counsel pursuent to
the wregs of oo engagement, This is normal in the scope-of investigations: that.dre
performed by Audif Committees for publiceompanies, We are faced with:s: nianber
of mijer Tepal fasis which require indepergent Jegel guidance. These fngues
include, but dre not limited to: investigatig certeit illegal aoks as apprapriatdy

requested by fhe independent suditors and required by generaily acceptid anditing
standards, and SDCERS assertion of priviiege. We attach for, yeur information a
copy of #n asticle describing how independent investigations age . typically

ccamiaetcd Alsp gttarched B guidance by the American Institute of Certified Pablic
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R it e bbuts Aol s e e Eptimnnnul boms i.n.sl-r a ot o Ribwow dx g v funaenivgg Mot o ifit
wf #he City"s- finaneial staterments.

Lostly, we- have discussed questions rogarding the length of timie necessary te -
complete our investigation. We have been clear [ron: the meeption of our-reténtion
in Hiis matter that wo need full cooperation from all parties invelved i ordef to
compiete eur investigation. This will also require Tull compliance and prodoetion
raquested in subpoena’s requested by any law enforcemunt agency.

The stafs of the. Securities and Bxrhange Commission has clealy avficulated, to the
ity Magerr, Aftorney and Manager and rembers of the Gounadl that the-critevia fof
coopuration in an investigation. set Forth in . the ascompanying Commission
aitfarement Teport sommenly teferred to as “Sedboard” b met.  These vriteria
apply w all aspuets of ‘this investigation. Ssabnard requircs that onfities umder
investigation, including in this instance the City, all city and offiedals and
SDCHRY, fully covperate wnd provide complote aceess o all information as wall as
theroughly remediate any issues’ that ave jdenfified during the investigatior, To
dete, compiete mraduction of all materials roquested by the SEC and the Unired
States Attorney haxe not coourred in a timely manner, Some docnments have not
been produced. Some of the problems with docament production iy have beert the
result of how production was initially set up, but-certainly net dll of it Buta yeor
info the provess, this issue must be quickly addressed, better memuged and
production completed.

A eopy of a letter from the U5 Allerney to the Counsel For the Boerd of
Admiristroion of SDCERS, requesting waiver of privilege I5 attacked.
Unfortarately, we understand the Board quite ismppropriately in ewr opiniom
rojooted Ehut tequest We understand the Clty Counell will gwte on o veshation an
My 16, 2005, reguesting the SUCER's Board waive its privitege arid cooperate fully
with the Jaw enforcement agencles and Audit Committes, We strorgly suppart
passage of such a resolution.

tt is. also’ indporative a complote and thorough remediation plan be developud and
implemented. Our investigation and secummendatians will include addressing the
appropriate skops necossary to temediate issues that have, or may asive. Until thiese
ismuss are Tesolved, it is difficult if not impossible, to dotermine when
inveatigation will be completed. Hewever, we believe that if the criteria of Seabuard



FROM : FAX NO. - May. @7 2085 @4:19PM P3

Mr. P. I.amam Bwell '
My 6, 2805

are met sown by all invelwed, it is- inporiant and cortainly our geal that -t
irvwestigation will ba resctved before the end of the calendar ywar.

Singetely, .

Troy Dakdbees,
Kurdit-Comprittiee Menbrer

© Athsehments:

SRCURLITES EXCTIANGE ACT OF 1924 Release No., 44569 / Octobeyr 2%, 2081
ALCTA Péactico, Alert 2004-1, Megal Acts

The Metzdpolitsn Corporate Counsel - Tighteen Safeguards To Corporate Self
Investigation

Letter dated. April 14, 2005 from U.S. Attorney Carol C. Lam to Gregory A. Vega,
Estpire '
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Andit Commitice
of ihe
City of San Diego

Juns 10,2003

Hon. Richard Murphy

Mayer of the City of San Diegu
San Diege City Council

202 C Streel, Suite 900

San Diepe, CA 92101

Re: Audit Committee — Investigation Status Update

Mr. dayer & Council Members:

A [undamnental objective of the Audit Commiliee is the completion of the audil of the
City’s 2003 financial statements in accordance with the appropriate audiung and
povernmental professional standards. This will facilitate the City’s completion ot its
Comprehensive Annual Financial Report with the required audited financial statements
prepared in accordance with the generally accepted governmental accounting standards.
In order to achieve that objective a complete and thorough independent investigation
must be completed and the criteria for 2 Seaboard investigation satisfizd. This ncludes
the City and related entitics cooperating fully with the investigating bodies and
developing and implementing a thorough remediation plan in a timely fashion.

“This letier is part of our continuing effort tu update you on the status of the Audit
Comrnittes’s investigation. The Audit Commitiee has or is currently performing the
following:

. Reviewing the work of Viason and Elking (“V&E™), With our active
encouragement, V&E has been preparing binders of maleriais wit: drafls of thelr

findings, procedures, and conclusions, with the applicabie supporting evidential
matizr, This process is subjest to obtaining San Diggo City Empioyees’
Retirsment System (“SDCERS™) waiver of privilege, revigwing recently obtained
documents and completion of approximately fifizen interviews. This process
includes assessing their work product and supporting documentation for Phase {1
of their investigation (a5 set forth in their October 15, 2004 engagement letter
with the City Manager) in order to determins whether additional procedures need
1o be performed. The V&E product will include V&FE’s memorandums and
decumentation related Lo securities law and other potential legal viclations. Upon
V& E completing the documentation noted above, it is expected the remaming
inierviews they have planned will be completed and the 4udit Committee will
‘also perticipate in that process. We will also determine whial, if any, additional
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City of San Piego

interviews or requests for evidences wili pe necassary. The Audl ”«:m mr ¢ and
Keoll have been reviewing V&E's work praduet, in their W . DO offics,

tded

over the past few weeks, We have provided ‘./a.t guidance as o structure énd

form a for presss 1ting thelr findings and work uroduct to KEMG.

possible, it s expected the Audit Commirtes will use the work Lomp :1 'm
YE&E, m\,l.tjmg documents and C\/lG»“nf“ irieve. = 2130 note that the orl;ma.l
engagemient letier betwsen the City and VEE sets ﬁ,,rt. E will issug ¢
sumimeary memoerandum.

Coordina‘;inr_’ with the ouwside auditor KPMG. We have been v.f'o:‘r:"\n with
KP_L‘V-‘:G as part of au iatense effort to provide investigative re 541
that it will find sufficiently thoreugh and conersts to constitute

audit rypom We are also developing a remediation plan as part ©
investization as reguested by KPMG.

Seeking inpul ffom the City Attormey. We nave requested the City Atlorey
provide a complete listing of his concerns with respect 10 the matiers under
investigation and other celevant issues. Additionally, we hava requssted the
dosurentation supporting the concerns and investigation, 1Db1\ld1HL all of these
procsdures and methodologies applied and all documents iaentified. We followe
up on these verbal requests with a writen request on ! NMay 20, 2005, In crder o
complete a thorough investigation, it is important for the Audlt Commities to

urdarstand and follow-up on 21l of the issues raised by the City Atiorney. Wears
awalring this mrum alion and documentation

Prevaring correspondence to the SDCERS Board, A key objective is to seek
waiver of privilege consistent with the request of the City Council, City Attorney,
end United States Attomnsy. Representatives of the Audit Comrmittes und their
lezal counsel have atiended SDCERS Boa

; 1n¢at1nzs and/or meetings with

representatives of SDCERS and their a'm:ory regarding various isaues mvoh ed
with the investigation. Afa mesting with representatives of SDCERS and their
CF RS weaive thelr

guiside legal counsel, the Audit Committee I‘\_C{U“Srd sD
privilege and engaze & new actuary, The SDCERS repres §
Augit Committee to put their requests in writing and the Am 1 C mnitiee has
donz so. The Audit Cominittee provided & letier dated May 19, 2008 addressing
the waiver of privilegs and provided a lener deted June 7, 2005 relared 10 1Hc
agtuary.

Additional investication. The Audit Committes is currendy investiyaling 1ssaes
arising from several sources, Sources of these issues and alizgations are the City
AlCmey’s lmerim Reports, correspondence between ihe City and KM, and
i

comsspondsnce tetween the City and Diann Shapione,
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+  Opeoing communication with law ¢nforeement 398nc: s,
addressed with the United Siates Attomey and the Secwities and Exchange
Commission include r‘omoie ion wfa comprehensive documert production for the
City and SDCERS. Due 1o iss Ath prior r;rm,unon of material subposnaed
by the law enforcement agencies, we ha\a: provided « memorandum to City

Sting cw1ru;ct~ production of subpoenasd

=)
ernployess and Council Members regues
materials and individual certification of'c :,myl tlon of that task. W-: are also

developing a remediation plan a8 part ol the ongoing investigatic

As s set forth in our engagement letier, o the extent necessary 1o compiele an
independent and thorough investgation, the Audit Commitiee expects to idenufy and
perform additional procedures. Cu—rcmly curstanding tasks include working with V&E
on their remaining inerviews, performing other interviews the audit committes and it
legal counse! determings ars necessary and appre apriate, reviewing with VE&E r‘ccently
received documents and clc ctronic data, and fuf:hm analysis of documents that have not
yel been produced, We alao expect » xt}x the zssistance of our legal counse! tL gach our
own independent ¢ OnCanlu ng regarding alle 0:0‘ vislations of law, taking inic
consideration, and reconciling the views expressed in various reports that have been or
will be issued by varicus parties. The Audit Committee ammpatcs warking with its legal
counsel, Willkie Farr & Gallagher, to cornplete this phase of the engagement.

The Audit Committee and Willkie Farr & Gallugher ha been working on issues relating
fo docwnant production for both the City and SDCERS, including the waiver of avorney-
client privilege by SDCERS. Gur legal counss] has ez werking directly with the
United States Attorn '", Securities and mehLme Commission, the City Attomey’s
Office, City staff, V&E, and SDCERS' legal counse el 10 resolve a number of issues related
to cutstanding subpucna:, the production process, and procedures nesessary © w finalizing

document production.

As stated in our update to you on May 6, 20035, we und rstand questions exist ebout the
length of time necessary (© complets our investigation. We h., been clear from the
inception of our retention in this matler that we voul need full cooperation from all
parties involved in order to complete our inv estigation. The Secwities and Exchange
Commission and the extemal auditor have Ll:ar stated that the Seaboard criteria .qv*lv
{o this investigation. Seaboard requires that entities under investigation fully coeperat
and provide Lomplcu access to all information as well as thoroughly remediate any
issues that are idsntified during the investigation.

»-—g;

ULmlu thc Cm nor SDCERS have fully produced all the documients that were
s and Exchange Commission and the United States Avorney.
_client privilegs asseried for documnents (hat may be

Current!
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relevant 1o the ongoing investigations before the imvestigations of the Audit C mminas,
V&E, and enforceraent agencies can be completed. These in vestigations mus
ted before an audit opinion for the 2005 (m, financial statemsnts will
To date, DCE}\b has not waived the asserted atiomey-cliznt privileg
' layi ability to complete our investigat ion, We undersand ¢

a
G
V1
it
>§4
44

c“\mpketicn of the ongoing investigations.

A o & complets and thoraugh remediation plan has not besn
execut=d, Until thess issués are resalved, it iz difficult, if not imposs ik
whcn the investization will be completzd. Iris our hope thatt the invs
resolved befors the end of the calendar year.

Very trul urs
TN
—_- 3 !
e § / /"l e
_,.r—/ . (;-; ‘_’/1 G(.._,"V /{_}—é_/h‘i‘
/ T ” /'
/)/ L_/
//
v

Troy A. Dablberg
Audit Committes Membe

cc: Michasl J. Aguirre, Esq.
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From: Mayor and City Manager

To:  All City Employees, City Council, and San Diego City Retirement System

As you know, we have received a number of subpoenas from law
enforcement authorities requiring production of a broad range of
documents related to matters under investigation. Additional investigative

activity is now also being undertaken by the City’s Audit Committee.

We recently have discovered that documents called for by these subpoenas
were not timely identified and made available to us for production to the
authorities. We are therefore circulating the attached lists of documents
and advising all personnel that each employee is to study the lists
carefully, search their electronic and non-electronic files, and immediately

identify and make available all responsive documents.

Should you have any questions concerning what documents must be
produced, you may consult the requests contained in the subpoenas, which
are also attached to this memorandum. If upon a diligent search of your
files you conclude that you have documents responsive to a subpoena, you
are to identify and make the documents available as above. A statement
that you have diligently searched your files and have made available all
responsive documents, as provided in the attached form, should be
provided to Jeffrey Klein of Kroll, Inc, for transmittal to the appropriate
City officials and the authorities. You should indicate on the statement all

categories of documents that are responsive to a subpoena, and whether
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they were previously provided to the City Attorney. Please fax the
completed form to Mr. Klein at (619) 923-0099 by no later than June 30,
2065. Mr. Klein or one of his colleagues will then contact you with
further instructions concerning the documents. Mr. Klein may be reached

by phone at (619) 961-7869.

In reviewing the attached list of requested documents, you should interpret
the term “documents” broadly. The term “documents” includes, but is not
limited to, all memos, letters, reports, emails, drafts, notes, graphic
matters, recordings, and spreadsheets in any format, including
handwritten, typewritten, printed, photocopied, or otherwise mechanically

or electronically produced or reproduced.

You must review the attached list, perform a diligent search, and return the
attached statement even if you have received similar requests and/or

completed similar forms previously.

You are hereby advised that a failure to make available all responsive documents
will be viewed as a violation of the legal obligation to comply with the foregoing

subpoenas, which can have severe consequences.



2870679.12

DOCUMENTS REQUESTED

1. All documents that relate in any way to the offer and/or sale of any bonds,
such as general obligation, revenue, tax anticipation, certificates of participation,
and lease revenue bonds, by the City of San Diego from January 1, 1996 to
February 18, 2004. Please also include all documents that were created as part of
the offering, such as transcripts of closing documents, as well as notes of

meetings and correspondence files concerning these offerings.

2. All documents that relate in any way to public disclosure of information made
in connection with the offer and/or sale of any bonds, such as general obligation,
revenue, tax anticipation, certificates of participation, and lease revenue bonds, by
the City of San Diego. Please also include all documents that relate in any
manner to the City of San Diego Municipal Securities Secondary Market

Disclosure Information Report dated January 27, 2004.

3. All documents concerning San Diego City Council action, discussion, and

review of bond offerings and disclosure.

4. All documents that relate in any manner to necessary pension payments by the
City of San Diego to the San Diego City Employees’ Retirement System
(“SDCERS”), the required percentage of the City of San Diego’s budget such
costs represent, and the under-funded status of SDCERS. Please include all

documents that reflect:
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the cost and projected cost of the pension obligations, Deferred Retirement

Option Program and post-retirement health care benefits;

documents that benchmark the pension obligations, Deferred Retirement
Option Program, and post-retirement health care obligations of the City of
San Diego against other government agencies and against private industry

norms,

actuarial reports, valuations, assumptions, estimates, alternatives and

recommendations concerning the SDCERS;

. documents that analyze and report on the causes of the under-funded

status of the SDCERS;

documents concerning audits and reviews by outside persons and entities,
including independent auditors, of amounts of money that the City of San
Diego may have to pay for pension, Deferred Retirement Option Program,

and post-retirement health care benefits;

documents concerning City of San Diego bond ratings and changes in
bond ratings as a result of amounts of money that the City of San Diego
may be obligated to pay for pension, Deferred Retirement Option
Program, post-retirement health care and other benefits; documents that
model on an actuarial basis the necessary annual funding of pension
obligations, Deferred Retirement Option Program, post retirement health

care and other benefits;
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g. documents concerning any Unfunded Actuarially Accrued Liability; and

h. documents concerning advice from the City Attorney or other counsel
concerning amounts of money that the City of San Diego may be obligated
to pay for pension, Deferred Retirement Option Program, post-retirement

health care and other benefits.

5. All documents that relate in any way to public disclosure of information
concerning actual and potential pension obligations, Deferred Retirement Option
Program, and post-retirement health care obligations of the City of San Diego.

Please include documents that reflect

a. review by any counsel, financial advisor, underwriter or actuary of any
disclosure made concerning actual and potential pension obligations,
Deferred Retirement Option Program, and post-retirement health care

obligations;

b. communications concemning and materials presented to rating agencies
from January 1, 2000 to February 11, 2005, including the names of
persons attending presentations, concerning the amount of money that the
City of San Diego may be obliged to pay for pension, Deferred Retirement

Option Program, post retirement health care and other benefits;

¢. documents concerning disclosure in the City of San Diego’s 2001 and

2002 audited financial statements of amounts of money that the City of
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San Diego may be obligated to pay for pension, Deferred Retirement

Option Program, post-retirement health care and other benefits;

d. documents concerning the disclosure obligations of municipal securities
issuers and documents concerning the responsibilities of local government
officials who authorize the issuance of municipal securities and related

disclosure documents.

6. All documents that relate in any way to possible conflicts of interest by
members of the board of the SDCERS concerning pension, Deferred Retirement
Option Program, and post-retirement health care obligations of the City of San

Diego.

7. All documents that relate in any way to possible conflicts of interest of persons
reviewing and approving bond offerings and bond disclosure documents for the

City of San Diego.

8. All documents that relate in any way to agreements, understandings,
resolutions, and ordinances relating to the 1996 Manager’s Proposal 1 and 2002
Managet’s Proposal 2, and all documents reflecting summaries of benefits and

retirement enhancements related to Manager’s Proposal 2.

9. All documents that relate in any way to the City of San Diego’s labor and
benefit negotiations, including any documents concerning Meet and Confer
meetings, any documents reflecting the voting my members of the board of

SDCERS who participated in Meet and Confer meetings, and any documents
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concerning the City of San Diego Strategic Planning meetings concerning labor

negotiations.

10. All documents concerning the location and value of SDCERS’ assets and

liabilities.

11. All emails sent or received by the following people regarding the subject
matter of the preceding requests: Mike Carrier, Jeanne Cole, Valerie
DanDeweghe, Rick Duvernay, P. Lamont Ewell, Patricia T. Frazier, Leslie J.
Girard, D. Cruz Gonzalez, Rudy Graciano, Bruce Herring, Elizabeth Kelly,
Lakshmi Kommi, Cathy Lexin, Jacqueline Lindsay, Tracy McCraner, Jack
McGrory, Darlene Morrow-Truver, Jyothi Panthulu, Cecilia San Pedro, Mike
Phillips, Phil Phillips, Tom Rhodes, Ed Ryan, Ron Saathoff, Kelly Salt, Michael
Uberuaga, Mary Vattimo, Terri Webster, Jeff Witt, Ed Wochaski, members of the

city council, and the mayor.

12. All documents that relate in any way to the removal, destruction, or
“cleaning” of documents belonging to the City of San Diego from January 1, 2004

to January 21, 2005.

13. All emails to, from, and otherwise concerning Dennis Gibson from January 1,
2000 to February 11, 2005 and all documents that relate in any way to such

emails.

14. All documents that relate in any way to the Government Finance Officers

Association Certificate Program for the City of San Diego.
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15. All documents that were once in the possession of Gloria Chavez.

16. All documents that relate in any way to the Blue Ribbon Committee on the

City of San Diego’s Finances.

17. All email communications and attachments thereto sent and received on
behalf of Michael Uberuaga by his administrative assistants from January 1, 2001

to his retirement in 2004.

18. All documents distributed during closed sessions of the City Council between
October 1, 2001 and February 1, 2004; all video and audio tapes of City Council
meetings during the same period, and all video and audio tapes of City Council
meetings prior to that period in which Managers’ Proposal 1 was discussed; all
video and audio tapes of the Rules Committee between October 1, 2001 and
February 1, 2004; and all documents provided to City Council rﬁembers or staff in

supportt of
a. 2002 Fire & Safety Bonds,
b. 2002-03 TANS,
¢. 2003 Balboa Park/Mission Bay Bonds,
d. 2003 Light Rail Bonds, and

e. 2003-04 TANS.
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CERTIFICATION

Name:

Address:

Phone Number:

I have reviewed the attached Memorandum, including the “Documents
Requested” section, requesting that I identify and provide access to certain documents and
materials to Jeffrey Klein. Ihave searched my hard copy and electronic files, including email
files and folders and hard copy files and folders that were stored off-site, and I confirm that the
descriptions in the attached “Document Descriptions” identify the documents of mine that are

covered by the “Documents Requested” section and their current storage location.

I confirm that I have/have not [CIRCLE ONE] created or received documents on
my own home or portable computer, other than documents that are copied in my City computer

and electronic files, that relate to subjects covered by the “Documents Requested” section.

I confirm that I have/have not [CIRCLE ONE] had an administrative assistant or
secretary who might have maintained hard copy files or electronic files or documents for me on
subjects covered by the “Documents Requested” section that would not be found with my files.

The names of these assistants or secretaries, if applicable, are:
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I confirm that I have/have not [CIRCLE ONE] had an administrative assistant or
secretary who received or sent email on my behalf that might not be included in the email files or

folders under my name. The names of these assistants or secretaries, if applicable, are:

[Name of responding person]

Date:
Document Descriptions

Description of Documents Did you previously
provide the document to
the City Attorney?

1.

2.

3.

4.

5.

[continue as necessary]

-10-
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DEVELOPMENTS, INCLUDING THE RECENT IDENTIFICATION ON A BACK UP TAPE THAT
HAS YIELDED OVER 60,000 ELECTRONIC DOCUMENTS THAT HAS REQUIRED THE REVIEW,
CLASSIFICATION AND ANALYSIS OF THESE DOCUMENTS, WHICH WE HAVE ALMOST
COMPLETED. WE ARE ONLY A FEW DOCUMENTS I SHOULD SAY A FEW THOUSAND
DOCUMENTS AWAY FROM THAT. TO SUM UP, THE FACT BASED ANALYSIS THAT WILL BE
EMERGING FROM THIS PROCESS WILL BE THE PRODUCT OF 124 INTERVIEWS, OF 79
INDIVIDUALS, AND THE EVALUATION OF OVER 350,000 ELECTRONIC DOCUMENTS, AS
WELL AS 260 PLUS BOXES OF PAPER DOCUMENTS, IN THE CONTEXT OF EIGHT YEARS OF
CITY DISCLOSURE AND FINANCIAL REPORTING. PLUS EIGHT PLUS YEARS OF PUBLIC
RECORDS. I'D SAY EIGHT PLUS YEARS BECAUSE YOU RECALL OUR EXAMINATION OF THE
CITY’S PENSION ISSUES GO ALL THE WAY BACK TO 1980, 1981 WHERE WE IDENTIFIED THE
BEGINNING OF THE USE OF SURPLUS EARNINGS AS ONE OF THE PROBLEMS BEHIND THE
CITY’S PENSION DIFFICULTIES. AND OF COURSE, STILL TO COME, WHATEVER
DOCUMENTS WE WILL RECEIVE FROM THE PENSION BOARD SHOULD THEY WAIVE THE
PRIVILEGE. THE LAST SLIDE, PLEASE. AS CALLED FOR UNDER OUR AGREEMENT WITH
YOU, THIS FACT-BASED ANALYSIS LEADING TO CONCLUSIONS IN MORE THAN A DOZEN
ISSUE CATEGORIES WITH MULTIPLE SUBCATEGORIES IS NOW BEING SUBMITTED TO THE
AUDIT COMMITTEE AS PART OF THE PROCESS OF THE AUDIT COMMITTEE’S ULTIMATELY
DELIVERING CONCLUSIONS TO KPMG AND AS WELL PROVIDED TO THE CITY COUNCIL.

THANK YOU VERY MUCH.

MAYOR MURPHY:
LET ME HEAR FROM I WANNA HEAR FROM THE AUDIT COMMITTEE, THEN WE’LL

TAKE QUESTIONS FROM EVERYBODY.

MR, LEVITT:

MR. MAYOR, MEMBERS OF THE COUNCIL, I AM ARTHUR LEVITT, A MEMBER OF THE
AUDIT COMMITTEE. AND I WOULD EXPRESS TO YOU MY FEELINGS OF HUMILITY AND
HONOR AT BEING ABLE TO WORK WITH ALL OF YOU ON WHAT APPEARS TO BE AN
AWESOME PROJECT. THE CITY OF SAN DIEGO IS A JEWELL, ONE OF THE FINEST CITIES IN
THE UNITED STATES, WITH A CULTURAL HERITAGE SECOND TO NONE, A REVIVED
REVITALIZED BUSINESS COMMUNITY THAT IS THE ENVY OF THE NATION. AND YOU FACE
A PROBLEM TODAY RESULTING FROM A COMBINATION OF UNFORTUNATE
CIRCUMSTANCES. I WOULD SAY TO YOU THAT THIS IS AN UNDERTAKING THAT I
PERSONALLY WOULD NOT HAVE EMBARKED UPON UNLESS I FELT THAT THE CHANCES
OF SUCCESS [I WITH SAY TO YOU] WERE VERY SIGNIFICANT.



I FEEL THAT EVEN MORE STRONGLY TODAY, HAVING BEEN INVOLVED IN THIS PROJECT
FOR A LITTLE MORE THAN A MONTH UP TO NOW. THERE ARE A NUMBER OF SIGNIFICANT
IMPEDIMENTS TO COMPLETION OF THIS PROCESS. I KNOW YOU ARE WELL AWARE OF
THEM, BUT I CANNOT EMPHASIZE STRONGLY ENOUGH MY FEELING THAT THE GOAL OF
THIS PROJECT IS TO GET KPMG TO COMPLETE THEIR AUDIT, TO ALLOW THE CITY TO
RETURN TO BEING ABLE TO BORROW, AND THAT CANNOT BE DONE IN THE ABSENCE OF
HAVING A WAIVER FROM YOUR PENSION BOARD, A WAIVER OF PRIVILEGE. | MENTION
THAT FIRST AND FOREMOST IN MY REMARKS BECAUSE I CONSIDER IT CRITICALLY
IMPORTANT. IMPORTANT IN TERMS OF TIMING. YOU SIMPLY CAN ILL AFFORD TO WASTE
TIME ON THIS ISSUE. OR ON THE ISSUE OF THE REPLACEMENT OF THE ACTUARY. 1 AM
SATISFIED, THE COMMITTEE IS SATISFIED THAT THE AUDITOR WILL NOT SIGN OFF ON
THIS AUDIT WITHOUT BEING ASSURED OF THE RELIABILITY OF THE NUMBERS, AND THAT
REQUIRES AN ACTUARY TO SUPPLY THAT CERTAINTY THAT THE PRESENT ACTUARY HAS
SIMPLY NOT BEEN ABLE TO ACCOMPLISH. THE AUDITOR WILL NOT SIGN OFF ON THIS
AUDIT UNLESS AND UNTIL WE ARE ABLE TO GAIN ACCESS TO PRIVILEGED DOCUMENTS
FROM THE BOARD. WHAT WE HAVE BEEN DOING OVER THE COURSE OF RECENT WEEKS
HAS BEEN TO WORK WITH VINSON AND ELKINS IN PREPARING BINDERS OF MATERIALS
WITH GRAPHS OF THEIR FINDINGS PROCEDURE AND CONCLUSIONS WITH ALL
APPLICABLE SUPPORTING EVIDENCIAL MATTER. WE HAVE BEEN COORDINATING WITH
KPMG. ICAN SAY TO YOU-WITHOUT REPRESENTING WHAT THEY HAVE SAID, BUT MY
BELIEF, MY STRONG BELIEF THAT THEY FEEL THAT WE HAVE ACCOMPLISHED A GREAT
DEAL AND ARE ON THE RIGHT TRACK. WE HAVE ASKED FOR AND RECEIVED
COOPERATION FROM THE CITY ATTORNEY WITH RESPECT TO SUBMISSION OF
SUBPOENAS THAT HAVE BEEN TURNED OVER TO US. WE STILL WOULD REQUEST
ADDITIONAL MATERIAL, WHICH I THINK YOU ARE AWARE OF THAT WE NEED IN TERMS
OF RELATING SUPPORTING DOCUMENTATION. WE HAVE PREPARED CORRESPONDENCE
TO THE PENSION BOARD ADDRESSING PRIVILEGED DOCUMENTS. I BELIEVE YOU HAVE
GOTTEN COPIES OF THIS. THE AUDIT COMMITTEE LETTER OF MAY 19TH RELATING TO
THE WAIVER OF ATTORNEY CLIENT PRIVILEGE, OUR LETTER OF JUNE THE 7TH
DISCUSSING THE ACTUARY. WE HAVE MET WITH THE BOARD REPRESENTATIVES, THE
BOARD’S OUTSIDE COUNSEL. WE HAVE ATTENDED ONE BOARD MEETING TO DISCUSS
THE ACTUARY AND THE WAIVER OF ATTORNEY CLIENT PRIVILEGE, AND WE INTEND TO
RETURN HERE FRIDAY BECAUSE WE FEEL SO COMPELLINGLY ABOUT THE IMPORTANCE
OF THIS WAIVER ISSUE BEING RESOLVED AND ALLOWING ALL OF US TO GET ON WITH
THE PROJECT. WE ARE IN THE PROCESS OF INVESTIGATING NEW ALLEGATIONS,
INCLUDING ISSUES IDENTIFIED BY THE CITY ATTORNEY. WE HAVE HAD NUMEROUS
COMMUNICATIONS WITH LAW ENFORCEMENT AGENCIES, INCLUDING THE DEPARTMENT



OF JUSTICE AND THE SEC. DISCUSSIONS RELATED TO THE CITY COMPLETING
COMPREHENSIVE DOCUMENT PRODUCTION. AND WE ARE DEVELOPING A REMEDIATION
PLAN AS PART OF THE ONGOING INVESTIGATION. THE AUDIT COMMITTEE HAS
INSTITUTED AND TAKEN RESPONSIBILITY FOR REVISED DOCUMENT PRODUCTION
PROCESS. YOU HAVE ALL SEEN A COPY OF A LETTER THAT WENT OUT TO 5,000 CITY
EMPLOYEES. AND WE WILL BE WORKING WITH THE SUBMISSION OF THOSE DOCUMENTS
AND TRYING TO USE THEM AND ORGANIZE THEM IN AS PRODUCTIVE A WAY AS
POSSIBLE. WE ARE DEVELOPING, CREATING AND WILL WORK WITH YOU ON A PLAN OF
REMEDIATION. IF I WERE SITTING WHERE YOU WERE SITTING, AND LISTENING TO WHAT
YOU HAVE BEEN LISTENING TO, NOT JUST TODAY, BUT FOR SEVERAL YEARS, I'D BE
SAYING TO MYSELF, MY GOD, WHEN IS THIS GOING TO END. [LAUGHTER]

I HAVE SEEN THIS IN OTHER COMMUNITIES. I HAVE BEEN PART OF IT IN OTHER
COMMUNITIES. EVEN THOUGH YOU MAY NOT EXPRESS IT, I SENSE YOUR FRUSTRATION. I
KNOW THAT VERY OFTEN IN THE HEIGHTS OF FRUSTRATION AND THE PROCESS SUCH AS
THIS, SOMETIMES EASY ANSWERS ARE LOOKED FOR. MAYBE WE SHOULD JUST DECLARE
BANKRUPTCY AND GET ON WITH THE PROCESS. I THINK THAT YOU CANNOT ELIMINATE
THAT POSSIBILITY RESPONSIBLY, BUT I CAN SAY TO YOU THAT I THINK IT WOULD BE A
VERY SAD DAY FOR THIS GLORIOUS COMMUNITY TO TAKE THAT ROAD. THE ASSETS OF
THIS COMMUNITY ARE TOO GREAT. THE FINANCES ARE TOO SOUND. AND JUST GOING BY
FITCHS LATEST RATING, THIS'IS NOT AN ECONOMIC PROBLEM IN MY JUDGMENT. IT’S A
POLITICAL PROBLEM, A PROBLEM OF WILL, A PROBLEM OF MOBILIZING THE ASSETS OF
THE COMMUNITY TO COME TO A SOLUTION. I CAN TELL YOU WITH CONVICTION THAT I
BELIEVE THAT THERE IS AN ANSWER TO THIS AND I DO SEE THE LIGHT AT THE END OF
THE TUNNEL. NOW, AGAIN, IF I WERE SITTING WHERE YOU WERE SITTING, I'D SAY,
WHERE? WHEN? HOW LONG? HOW MUCH? 1 CANT GIVE YOU A PRECISE ANSWER, BUT1
CAN JUST GIVE YOU A PERSONAL ANSWER WHICH MY COLLEAGUES WILL PROBABLY
STRING ME UP FOR DOING, BECAUSE THEY'RE LAWYERS AND I'M NOT. I THINK WE'LL
HAVE A MUCH CLEARER PICTURE WITHIN THE NEXT THREE MONTHS. AND I'D BE VERY
DISAPPOINTED IF I WASN'T OUT OF HERE BY THE END OF THIS YEAR. NOW, HOW MUCH?
THAT’S A LEGITIMATE QUESTION THAT YOU SHOULD BE ANSWERING, ANDIT IS A
QUESTION VERY OFTEN THAT LAWYERS DONT ANSWER. BUT AS 1 SAID BEFORE, I'M NOT
ATLAWYER.I'LL GIVE YOU MY BEST FEEL FOR IT. THE COMBINED FEES OF OUR COUNSEL
AND OURSELVES ARE RUNNING AROUND $800,000 A MONTH. MY BEST GUESS IS THAT
THOSE FEES WILL REMAIN IN THAT AREA FOR THE NEXT TWO OR THREE MONTHS GIVE
OR TAKE, BUT THEY SHOULD AVERAGE AT ABOUT THAT LEVEL. SO I AM HERE, AND MY
COLLEAGUES ARE HERE TO TRY TO ANSWER QUESTIONS. I THINK YOU ALL KNOW THAT I
THINK A PART OF THIS PROCESS, AS I DESCRIBED IT AS A POLITICAL, AND NOT



ECONOMIC PROCESS, IS TO TRY TO REACH OUT, REACH OUT TO YOU IN THE FIRST
INSTANCE, REACH OUT TO THE BUSINESS COMMUNITY WHICH I WILL DO IN A SERIES OF
MEETINGS WITH AS MANY MEMBERS OF THAT COMMUNITY AS CARE TO MEET WITH ME
REACH OUT TO YOUR OWN EMPLOYEES AND THEIR LABOR REPRESENTATIVES TO
ANSWER THEIR QUESTIONS, AND DEFINE THE PROBLEM FROM A DOLLAR AND CENTS
POINT OF VIEW, AND DEFINE THE GOALS AND OBJECTIVES AS WE SEE THEM AND TO TRY
TO HELP MOVE THE PROCESS TOWARD THE POINT WHERE YOU CAN BRING ABOUT A
SOLUTION. OUR JOB IS TO GET YOU THE AUDIT, TO RESTORE YOU TO THE FINANCIAL
MARKETS. OUR JOB IS TO GIVE DEFINITION TO THE NUMBERS, AND THEN YOUR JOB AND
THE COMMUNITY JOB IS TO COME UP WITH THE SOLUTION THAT I THINK IS AVAILABLE
BECAUSE THE CITY HAS FAR MORE GOING FOR IT THAN CITIES THAT HAVE COME OUT OF
MORE DIFFICULT PROBLEMS WITH LESS GOING FOR IT THAN YOU DO.

CITY ATTORNEY MIKE AGUIRRE:

COULD I ASK MR. MAYCO IF HE’D COME BACK. MR. MAYCO, 1 WONDER IF YOU COULD
HELP CLARIFY SOMETHING FOR US. YOU WERE RETAINED IN CONNECTION WITH THIS
MATTER SOME TIME IN ABOUT FEBRUARY OF 2004. IS THAT TRUE?

MR.MACO:

WE WERE ASKED TO REPRESENT THE CITY WE WERE ASKED TO CONDUCT AN INQUIRY
INTO THE CITY’S DISCLOSURE PRACTICES IN THE EARLY PART OF FEBRUARY, FEBRUARY
11TH TO BE PRECISE. IT WAS ANNOUNCED BY A PRESS RELEASE, JOINT PRESS RELEASE
OF THE CITY ATTORNEY AND THE MAYOR ON FEBRUARY 12TH.

CITY ATTORNEY MIKE AGUIRRE
AND SOME TIME THEREAFTER, YOU LEARNED OF A SEC INV ESTIGATION?

MR MACO: .
THE 13TH, THE SEC INITIATED AN INVESTIGATION. THEY ASKED THE QUESTION, WAS THE
CITY GOING TO FULLY COOPERATE. THE MAYOR, AS I UNDERSTAND IT AND AS I
UNDERSTAND HAS BEEN REPORTED ON IN THE PRESS, HELD A PRESS CONFERENCE THE
FOLLOWING DAY, SATURDAY MORNING, I BELIEVE THAT WAS THE 14TH OF FEBRUARY,
ANNOUNCING THE CITY’S COOPERATION. WE WERE ALSO ASKED, WOULD WE ALSO
REPRESENT THE CITY, AND ONLY THE CITY, IN THE SEC INQUIRY. AND BECAUSE THE
CITY’S POSITION WAS THAT IT WAS GOING TO FULLY COOPERATE WITH THE SEC
INVESTIGATION, WE SAID WE COULD DO THAT. AND WE SIGNED AN AGREEMENT WITH
THE CITY DATED FEBRUARY 18TH TO THAT EFFECT, THAT WE WOULD BOTH REPRESENT
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June 23, 2005

Mr. Lynn Turmner
Audit Committee Member

Dear Mr. Tumer

As indicated in the City Manager’s e-mail of this morning, there is a great deal of confusion
surrounding the June 10, 2005 memo. The core issue relates to how to do the searches properly,
especially for electronic files and e-mail. We take the June 10th memo request very seriously
and share the Audit Committee’s goal of conducting a successful effort; however, the lack of a
defined, consistent set of instructions has resulted in anxiety throughout the organization. Based
on the questions arising from City employees, unless we take the time to provide clear direction
to staff, the outcome will not be a consistent, comprehensive response that will meet the needs of
the Audit Committee, KPMG and the law enforcement agencies.

Concerns

Despite the recent FAQ memo, we are still receiving questions from the organization. The
questions generally surround the specific process to be used to conduct a search of electronic
files and e-mail, whether search terms will be provided, why every City employee regardless of
how far removed they may be from any of the issues needs to respond, and various questions
specific to some departments’ unique circumstances. As a result, the employees are concerned
with signing a document when they feel they do not have the tools necessary to locate all
responsive documents they may have in their possession. Though most of the questions outlined
above need to be addressed globally, answers to questions specific to departments’ unique
circumnstance are being captured through the telephone hotline and in targeted meetings with Mr.
Jeffrey Klein and Mr. Paul Horan for consideration and response.

A number of hurd]es have been identified through discussions with staff and as a result of
lessons learned from our recent experience coordinating responses to U.S. Attorney’s Office
subpoenas in March 2005. The varied range of staff roles, complexity of the subject matter,
varying levels of expertise about the subject matter, varying levels of familiarity with the use of
technology, number of people expected to respond, and short timeframe combined with the lack
of clear, concise, consistent direction are hurdles to completing a successful document search
and production process with quality results.

Our recommendations described in the following sections focus on three areas: establishing
search procedures, identifying target respondents, and timing.



Recommendations

Establishing Search Procedures

Given the lack of consistent, clear instructions, [ am concerned about conducting an effort that
results in missed documents of importance, potential criticism after trying to comply, or having
to immediately re-conduct the process. The topics covered in the June 10" memo are lengthy
and complex; employees are unsure where to begin. In our experience, it is most effective to
provide search terms and specific procedures to employees to ensure responsive documents are
produced. Hands-on technical assistance is also beneficial for those with limited technical
knowledge. Without direction and assistance, individuals may default to procedures used
previously, which may not be appropriate to the current request or otherwise fall short of meeting
the requirements. Another possible outcome is that respondents may provide an excessive
quantity of non-responsive documents in an effort to fully comply.

Issues pointing to the need for consistent procedures with search terms and specific technical
direction include the following:

o City employees work on numerous projects and subjects at any given time; individuals
cannot remember over the course of multiple years all documents that have been
developed and retained. Search terms help locate the documents.

o Search terms assist in keeping an individual on track when reviewing boxes and drawers
of hard copy files, a process which in some cases can take many days.

» Some departments rotate assignments frequently and staff persons move into new offices
and take over the responsibilities, documents and files of former occupants.

o There are employees who may have documents, but who are unfamiliar with the subject
matter and would not necessarily know what to search for without search terms. An
example would be a clerical assistant or executive secretary that typed and maintained
documents for a supervisor.

o Tapping into those with the subject matter expertise allows for development of search
terms that would pick up documents that employees on the fringe of an issue and
unfamiliar with all of the terminology may have in their possession.

* Many employees lack the technical expertise to do an effective search of their electronic
files — they may only be familiar with basic e-mail and word processing features. Asan
example, many managers rely on others for technical assistance and would require that
assistance for such a large and important effort.

e Search procedures prepared by the technical experts who understand the capabilities of
the computer systems provide consistent results.

¢ Without specific direction, employees may not segregate electronic documents located
during a search and therefore may not be able to get back to the exact list of documents
identified when document production is required in the future.

o



Recommendation: Develop consistent procedures, including relevant search terms approved by
the requesting authorities, for searching e-mail and electronic files.

Search terms would be proposed by City subject matter experts to provide an optimum list of
terms that can be used consistently by respondents. These search terms would be a starting
point for employees with direction to them to use their own knowledge and expertise to go
beyond the list to conduct a thorough review of all documents.

In addition, it is recommended that specific step-by-step technical procedures for searching,
segregating and saving e-mail and electronic documents for future production be developed
and distributed to all respondents. Technical assistance is necessary for those lacking the
technical skills. It is recommended that those with technical knowledge be available to assist
employees needing help. Search terms, procedures and technical assistance will help to
ensure a thorough and responsive result to this process and instill confidence regarding the
process in requesting authorities.

Identifying Target Respondents

The target group currently includes all City employees. While understanding the need to casta
broad net to ensure all relevant documents are identified, informing every single City employee
on the subject, having them conduct a search then sign a certification is a formidable task and
unlikely to produce responsive documents beyond a certain point. There are approximately
12,000 total employees within the City. It is estimated that only 10% to 20% of these employees
will have responsive documents, due to the nature of their positions and responsibilities with the
City.

City staff includes not only financial professionals and managers, but also part time positions
such as lifeguards and recreation leaders; blue-collar employees such as mowers, painters, refuse
collection drivers, and mechanics; and public safety employees such as police officers and fire
fighters. Many of these could be eliminated from the list of potential respondents based upon the
nature of their jobs having no involvement whatsoever to the topics of the document requests.
Many City employees do not work on, nor are expected to have communications related to the
various topics of interest addressed in the June 10™ memo. Employees such as line-managerial
and blue-collar workers are typically involved in the direct delivery of public services to citizens
on a daily basis.

Reaching all employees to have them certify they have no responsive documents is extremely
challenging. Gathering those staff who are mobile, such as truck drivers, maintenance workers,
and police officers; or who work multi-day shifts and are stationed throughout the City, such as
fire fighters takes coordination and time to plan and execute.

Additionally, there are issues associated with conveying the information to the blue-collar
employees. Many of these employees are not only unfamiliar with the issues addressed in the
June 10th memo, but are so far removed from complex topics, an office environment, and legal
language that they are afraid to sign their name to something they do not understand. Even when
the document is explained in detail by an administrator more familiar with the subject matter,
some employees do not have the background to comprehend the issues and do not want to signa |

(8]



document they view as intimidating, as the language on page 2 of the June 10th memo regarding
“severe consequences” is perceived.

Recommendation: Use a three-tier approach to identify employees required to conduct searches
and respond to the June 10" memo: (1) all employees in specific “core” departments, (2) all
unclassified employees and specific position classifications throughout the City, and (3) any
employee not otherwise included who may have had involvement in any of the subject matter.

1. Core departments recommended for response include Treasurer (including Financing
Services), Financial Management, Human Resources (including Labor Relations),
Personnel, Auditor and Comptroller, City Manager, City Attorney, and the Offices of the
Mayor and City Council. These were selected because of the nature of their assignments
and responsibilities in the context of the June 10th memo.

In order to be conservative, a number of general classifications throughout the City with
the potential for having involvement with any of the subject matter will be required to
conduct a search. Attached is a proposed list of all City employee classifications with

[T}

those recommended for inclusion marked by an “x™.

!\)

Finally, all department directors would be directed to identify those exceptions where
City employees not employed in the core departments or identified classifications but
who have or had special assignments, roles or positions related to the topics addressed in
the June 10th memo; these identified employees will be directed to respond. Examples
include a field engincer providing project status information for continuing disclosure
requirements, or an employee who had served on the City’s Retirement Board or on the
board of a labor union.

(U]

Timing

If you concur with the proposed recommendations outlined above, additional time will be
required for us to propose procedures and search terms, and refine the target employee
population for your consideration and approval. We should continue searching for paper
docurnents but suspend searching for e-mail and electronic documents until the procedures can
be distributed. ‘

In any case, an extension of the June 30, 2005 deadline is needed based on the significant
logistical hurdles in getting all employees to execute the search and certification as identified

earlier.

Recommendation: Extend the due date for the certification forms to a date to be determined
based upon approval of procedures described above, and consideration of the time required to
execute the searches.



Summary

Our recent experience has shown that a consistent and documented process is necessary for the
best results. The recommendations offered are designed to provide consistent, timely, thorough,
responsive, and documented results that will meet the requirements of the Audit Committee,
KPMG, and law enforcement agencies.

Your consideration of these recommendations is greatly appreciated.

Respectfully,

A

Rey Arellano
Deputy City Manager & Chief Information Officer

Enclosure

Cc:  Benito Romano, Audit Committee Counsel
P. Lamont Ewell, City Manager
Anita Noone, Deputy City Attorney
Jeffrey Klein
Paul Horan



Proposed List of Target Employee Classifications

Number of employees in each class as of payperiod ending 6/3/2005
755 = Employees included

12129 = Total employees
Classifications

Class Title No. in Class to include
ACCOUNT AUDIT CLERK 10 X
ACCOUNTANT | 6

ACCOUNTANT 1l 21

ACCOUNTANT 1l 22

ACCOUNTANT [V 10

~

ASSISTANT CITY ATTORNEY

ASSISTANT CITY AUDITOR & COMPT
ASSISTANT CITY CLERK

ASSISTANT CITY LIBRARIAN

ASSISTANT DEPARTMENT DIRECTOR
ASSISTANT DEPUTY DIRECTOR
ASSISTANT ENVIRONMENTAL SVCS DIR
ASSISTANT EXECUTIVE SERVICES DIR
ASSISTANT FIRE CHIEF

ASSISTANT GOVERNMENTAL REL DIRECTOR
ASSISTANT INVESTMENT OFFICER
ASSISTANT METRO WASTEWATER DIRECTOR
ASSISTANT PERSONNEL DIRECTOR
ASSISTANT POLICE CHIEF

ASSISTANT RETIREMENT ADMINISTRATOR
ASSISTANT RETIREMENT GENERL COUNSEL
ASSISTANT TO FIRE CHIEF

ASSISTANT TO PARK & RECREATION DIR
ASSISTANT TO POLICE CHIEF/CIVILIAN
ASSISTANT TO THE DIRECTOR
ASSOCIATE COUNSEL

ASSOCIATE ECONOMIST

ASSOCIATE PERSONNEL ANALYST

ASST TO THE ENGNRNG & CAP PRJ DIR
BENEFITS REPRESENTATIVE |

BENEFITS REPRESENTATIVE HI

BUILDING INSPECTION SUPV

CITY ATTORNEY

CITY AUDITOR & COMPTROLLER

CITY CLERK

CITY LIBRARIAN

CITY MANAGER .
CLAIMS AND INSURANCE MANAGER
COMMITTEE CONSULTANTS SECRETARY
CONF SECRETARY TO CITY ATTY

CONF SECRETARY TO CITY MANAGER
CONF SECRETARY TO MAYOR

CONF SECRETARY TO POLICE CHIEF
COUNCIL ASSISTANT

COUNCIL COMMITTEE CONSULTANT
COUNCIL MEMBER

COUNCIL REP 1A

COUNCIL REPRESENTATIVE |

COUNCIL REPRESENTATIVE II B

CRIME LABORATORY MANAGER
DEPARTMENT DIRECTOR

AN - =

N
-
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DEPUTY CITY ATTORNEY. 139
DEPUTY CITY MANAGER 5
DEPUTY DIRECTOR 45
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Proposed List of Target Employee Classifications

Classifications
Class Title No. in Class to include
DEPUTY DIRECTOR, ELECTNS & REC MGMT
DEPUTY DIRECTOR, LEGISLATIVE SERV
DEPUTY FIRE CHIEF
DEPUTY LIBRARY DIRECTOR
DEPUTY PERSONNEL DIRECTOR
DEVELOPMENT SERVICES DIRECTOR
DISABILITY SERVICES COORDINATOR
EMPLOYEE BENEFITS SPECIALIST |
EMPLOYEE BENEFITS SPECIALIST ||
ENDOWMENT OFFICER
ENGINEERING AND CAPITAL PROJ DIR
ENVIRONMENTAL SERVICES DIRECTOR
EQUAL EMPLOYMENT INVESTIGATIONS MGR
EXECUTIVE ASSISTANT POLICE CHIEF
EXECUTIVE DIRECTOR
EXECUTIVE SECRETARY
EXECUTIVE SERVICES DIRECTOR
FACILITY MANAGER
FINANCIAL MANAGEMENT DIRECTOR
FINANCIAL OPERATIONS MANAGER
FIRE CHIEF
FIRE SHIFT COMMANDER
GOLF COURSE OPERATIONS MANAGER
GOVERNMENTAL RELATIONS DIRECTOR
GRANTS COORDINATOR
HOMELESS SERVICES COORDINATOR
INFORMATION SYSTEMS ADMINISTRATOR
INFORMATION SYSTEMS ANALYST IV
INFORMATION SYSTEMS MANAGER
INVESTMENT OFFICER
LABOR RELATIONS MANAGER
LIFEGUARD CHIEF
MANAGEMENT ASSISTANT TO CITY MGR
MAYOR
MEDICAL REVIEW OFFICER
METROPOLITAN WASTEWATER DIRECTOR
NEIGHBORHOOD CODE COMPLIANCE DIR
NEIGHBORHOOD SERVICES COORDINATOR
PARAMEDIC COORDINATOR
PARK AND RECREATION DIRECTOR
PAYROLL AUDIT SPECIALIST |
PAYROLL AUDIT SPECIALIST Il
PAYROLL AUDIT SUPERVISOR-AUDITOR
PAYROLL AUDIT SUPERVISOR-PERSONNEL
PAYROLL SUPERVISOR
PERSONNEL DIRECTOR
PLANNING DIRECTOR
POLICE ADMINISTRATIVE SERVICES DIR
POLICE CHIEF
PRINCIPAL ACCOUNTANT
PRINCIPAL ASSISTANT TO CITY ATTY
PROGRAM COORDINATOR
PROGRAM MANAGER
QUALITY MANAGEMENT COORDINATOR
REAL ESTATE ASSETS DIRECTOR
REGIONAL URBAN INFO SYSTEM ADMIN
RESOURCE DEVELOPMENT OFFICER

a‘o)_x_;_;_\g)_n_pm_;_\(\*}_b__\_\_x_.\._\_\y\jé_xy\)m@_x..;
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Proposed List of Target Employee Classifications

, Classifications
Class Title No. in Class to include
RETIREMENT ADMINISTRATOR 1
RETIREMENT GENERAL COUNSEL 1
RISK MANAGEMENT DIRECTOR 1
SENIOR PERSONNEL ANALYST 7
SUPERVISING CLAIMS REPRESENTATIVE 5
SUPERVISING ECONOMIST 4
SUPERVISING MANAGEMENT ANALYST 41
6
1
2
1
62
8

>

SUPERVISING PERSONNEL ANALYST
TRANSPORTATION DIRECTOR
TREASURER

WATER DEPARTMENT DIRECTOR
ACCOUNT CLERK

ACCOUNTANT TRAINEE

XKoX XK XK X X X X X X

ADMINISTRATIVE AIDE | 24
ADMINISTRATIVE AIDE I 83
AIRPORT MANAGER 2
AIRPORT NOISE ABATEMENT OFFICER 1
AIRPORT OPERATIONS ASSISTANT 3
APPLICATIONS PROGRAMMER I 2
APPRENTICE I-COMMS TECHNICIAN 3
APPRENTICE II-COMMS TECHNICIAN 2
APPRENTICE I-WELDER 1
AQUATICS TECHNICIAN | 3
AQUATICS TECHNICIAN i 3
AQUATICS TECHNICIAN SUPERVISOR 1
AREA MANAGER i 25
AREA REFUSE COLLECTION SUPERVISOR 14
ASBESTOS PROGRAM MANAGER 1
ASSISTANT CHEMIST 56
ASSISTANT ENGINEER-CIVIL 228
ASSISTANT ENGINEER-ELECTRICAL 8
ASSISTANT ENGINEER-MECHANICAL 1
ASSISTANT ENGINEER-TRAFFIC 29
ASSISTANT FIRE MARSHAL 1
ASSISTANT LABORATORY TECHNICIAN 3
ASSISTANT PLANNER 10
ASSISTANT RECREATION CENTER DIR 25
ASSISTANT RESERVOIR KEEPER 8
ASSOCIATE CHEMIST 16
ASSOCIATE COMMUNICATIONS ENGINEER 3
ASSOCIATE ENGINEER-CIVIL 161
ASSOCIATE ENGINEER-CORROSION 3
ASSOCIATE ENGINEER-ELECTRICAL 8
ASSOCIATE ENGINEER-MECHANICAL 9
ASSOCIATE ENGINEER-TRAFFIC 33
ASSOCIATE MANAGEMENT ANALYST 162
ASSOCIATE PLANNER 44
ASSOCIATE PROPERTY AGENT 14
AUTO MESSENGERI| 1
AUTO MESSENGER I 10
BINDERY WORKER I 4
BINDERY WORKER i} 2
BIOLOGIST | 1
BIOLOGIST Il 17
BIOLOGIST Hi 11
BODY AND FENDER MECHANIC 6
BUILDING MAINTENANCE SUPERVISOR 11
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Proposed List of Target Employee Classifications

Classifications

Class Title No. in Class to include
BUILDING SERVICE TECHNICIAN 32
BUILDING SERVICES SUPERVISOR 4
BUILDING SUPERVISOR 6
BUYER'S AIDE 11 1
CAL-ID TECHNICIAN 13
CARPENTER 22
CARPENTER SUPERVISOR 1
CASHIER 7
CEMENT FINISHER 16
CEMETERY MANAGER 1
CITY ATTORNEY INVESTIGATOR 19
CLAIMS AIDE 11
CLAIMS CLERK 12
CLAIMS REPRESENTATIVE I 18
CLERICAL ASSISTANT | 25
CLERICAL ASSISTANT il 297
CODE COMPLIANCE OFFICER 40
CODE COMPLIANCE SUPERVISOR 4
COLLECTIONS INVESTIGATOR 24
COLLECTIONS INVESTIGATOR 4
COLLECTIONS INVESTIGATOR 1l 4
COLLECTIONS INVESTIGATOR TRAINEE 2
COLLECTIONS MANAGER 1
COMBINATION INSPECTOR | 14
COMBINATION INSPECTOR I 37
COMMUNICATIONS TECHNICIAN 21
COMMUNICATIONS TECHNICIAN SUPV 6
COMMUNITY DEVELOPMENT COORDINATOR 6
COMMUNITY DEVELOPMENT SPEC I 13
COMMUNITY DEVELOPMENT SPEC Il 1
COMMUNITY DEVELOPMENT SPEC IV 19
COMMUNITY SERVICE OFFICER 6
COMMUNITY SERVICE OFFICER I 42
CONSTRUCTION ESTIMATOR ’ 7
COURT SUPPORT CLERK | 11
COURT SUPPORT CLERK I 10
CRIMINALIST I 24
CUSTODIAN T - 6
CUSTODIAN 1l 70
CUSTODIAN Hii 9
CUSTOMER SERVICES REPRESENTATIVE 34
CUSTOMER SERVICES SUPERVISOR 5
DATA ENTRY OPERATOR 11
DATA ENTRY SUPERVISOR 1
DEPUTY CITY CLERKI 12
DEPUTY CITY CLERKIl 3
DEVELOPMENT PROJECT MANAGER | 12
DEVELOPMENT PROJECT MANAGER I 15
DEVELOPMENT PROJECT MANAGER I 9
DISPATCHER | 8
DISPATCHER I} 91
DISPOSAL SITE REPRESENTATIVE 14
DISPOSAL SITE SUPERVISOR 4
DISPUTE RESOLUTION OFFICER 1
DISTRICT MANAGER 17
DISTRICT REFUSE COLLECTION SUPV 2
DOCUMENTS EXAMINER 2
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Proposed List of Target Employee Classifications

Classifications
Class Title No. in Class to include

DOCUMENTS INPUT CLERK (TERMINAL) 3
ELECTRICAL INSPECTOR I 8
ELECTRICIAN 31
ELECTRICIAN SUPERVISOR 3
ELECTRONIC PUBLISHING SPECIALIST 2
ELECTRONICS TECHNICIAN 2
EMERGENCY MEDICAL TECHNICIAN 50
EMPLOYEE ASSISTANCE COUNSELOR 2
EMPLOYEE ASSISTANCE PROGRAM MANAGER 1
ENGINEERING TRAINEE 1
EQUIPMENT MECHANIC 125
EQUIPMENT OPERATOR | 64
EQUIPMENT OPERATOR i 57
EQUIPMENT OPERATOR Il 5
EQUIPMENT PAINTER 1
EQUIPMENT REPAIR SUPERVISOR 20
EQUIPMENT SERVICE WRITER 8
EQUIPMENT TECHNICIAN | 48
EQUIPMENT TECHNICIAN HI 23
EQUIPMENT TECHNICIAN il 2
EQUIPMENT TRAINER 1
FIELD REPRESENTATIVE 20
FIRE BATTALION CHIEF 26
FIRE CAPTAIN 209
FIRE CAPTAIN - MAST 4
FIRE DISPATCH SUPERVISOR 5
FIRE DISPATCHER 30
FIRE ENGINEER 192
FIRE ENGINEER - MAST 3
FIRE FIGHTER| 43
FIRE FIGHTER I 380

FIRE PREVENTION INSPECTOR |

FIRE PREVENTION INSPECTOR I

FIRE PREVENTION INSPECTOR H/CIV
FIRE PREVENTION SUPERVISOR

FIRE PREVENTION SUPERVISOR/CIVILIAN
FIRE RECRUIT

FLEET MAINTENANCE SUPERVISOR
FLEET MANAGER

FLEET PARTS BUYER

FORENSIC SPECIALIST

GENERAL UTILITY SUPERVISOR
GENERAL WATER UTILITY SUPERVISOR
GOLF COURSE MANAGER

GOLF STARTER

GRAPHIC DESIGN SUPERVISOR
GRAPHIC DESIGNER

GREENSKEEPER

GREENSKEEPER SUPERVISOR

rZ2onmNovwaaocoaavmw-r o~

GROUNDS MAINTENANCE MANAGER 24
GROUNDS MAINTENANCE SUPERVISOR 1
GROUNDS MAINTENANCE WORKER | 48

GROUNDS MAINTENANCE WORKER I 255
HAZARDOUS MATERIAL/PRTRTMNT TRAINEE
HAZARDOUS MATERIALS INSPECTOR |

HAZARDOUS MATERIALS INSPECTOR I 8

NN
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Proposed List of Target Employee Classifications

Classifications
Class Title No. in Class to include

HAZARDOUS MATERIALS INSPECTOR 1l 5
HAZARDOUS MATERIALS PROGRAM MANAGER 1
HEAT,VENT,& AIR CONDITIONING SUPV 1
HEATING TECHNICIAN 4
HEAVY TRUCK DRIVER | 19
HEAVY TRUCK DRIVER I 31
HORTICULTURIST 5
HYDROGRAPHY AIDE 1
INFORMATION SYSTEMS ANALYST 1I 50
INFORMATION SYSTEMS ANALYST Il 24
INFORMATION SYSTEMS TECHNICIAN 31
INSTRUMENTATION & CONTROL SUPV 2
INSTRUMENTATION AND CONTROL TECH 17
INTERMEDIATE STENOGRAPHER 4
INTERVIEW & INTERROGATION SPEC il 3
IRRIGATION SPECIALIST 5
JUNIOR ENGINEER-CIVIL 24
JUNIOR ENGINEERING AIDE 6
JUNIOR PLANNER 12
LABORATORY TECHNICIAN 36
LABORER . 35
LAKE AIDE | 15
LAKE AIDE 1l 13
LAKES PROGRAM MANAGER 2
LAND SURVEYING ASSISTANT 23
LAND SURVEYING ASSOCIATE 10
LANDFILL EQUIPMENT OPERATOR 20
LATENT PRINT & FORENSIC SPEC SUP 1
LATENT PRINT EXAMINER H 11
LEGAL ASSISTANT 21
LEGAL INTERN 2
LEGAL SECRETARY 32
LEGISLATIVE RECORDER | 1
LEGISLATIVE RECORDER i 5
LIBRARIAN | 14
LIBRARIAN || 66
LIBRARIAN Ilf 28
LIBRARIAN IV 27
LIBRARY AIDE 251
LIBRARY ASSISTANT 89
LIBRARY CLERK 129
LIBRARY TECHNICIAN 13
LIFEGUARD | 222
LIFEGUARD i 63
LIFEGUARD lil 10
LIFEGUARD SERGEANT 13
LIGHT EQUIPMENT OPERATOR 12
LITERACY PROGRAM ADMINISTRATOR 1
LITHOGRAPHIC TECHNICIAN 1
LOCKSMITH 2
MACHINIST 7
MANAGEMENT INTERN 58
MANAGEMENT INTERN-MAYOR/COUNCIL 3
MARINE BIOLOGIST Ii 17
MARINE BIOLOGIST I 3
MARINE SAFETY LIEUTENANT 4
MECHANICAL INSPECTOR I 9
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Proposed List of Target Employee Classifications

Classifications

Class Title No. in Class to include
METAL FABRICATION SUPERVISOR 3
METER READER 26
MOTIVE SERVICE TECHNICIAN 29
MOTOR SWEEPER OPERATOR 23

MOTOR SWEEPER SUPERVISOR 1
MULTIMEDIA PRODUCTION COORDINATOR 3
MULTIMEDIA PRODUCTION SPECIALIST 3
NURSERY GARDENER 4
NURSERY SUPERVISOR 1
OFFSET PRESS OPERATOR 1
OFFSET PRESS SUPERVISOR 1

ORGANIZATION EFFECTIVENESS SPEC i 15
ORGANIZATION EFFECTIVENESS SPEC il

ORGANIZATION EFFECTIVENESS SUPV 5
PAINTER 18
PAINTER SUPERVISOR 1
PARAMEDIC I 13
PARK DESIGNER 10
PARK RANGER 21
PARKING ENFORCEMENT OFFICERI 43
PARKING ENFORCEMENT OFFICERII 19
PARKING ENFORCEMENT SUPERVISOR 7
PARKING METER SUPERVISOR 1
PARKING METER TECHNICIAN 6
PAYROLL SPECIALIST | 7
PAYROLL SPECIALIST II 54
PESTICIDE APPLICATOR 5
PESTICIDE SUPERVISOR 1
PLAN REVIEW SPECIALIST | 12
PLAN REVIEW SPECIALIST I 5
PLAN REVIEW SPECIALIST lli 31
PLAN REVIEW SPECIALIST IV 8
PLANNING INTERN 11
PLANT PROCESS CONTROL ELECTRICIAN 31
PLANT PROCESS CONTROL SUPERVISOR 21
PLANT TECHNICIAN | 15
PLANT TECHNICIAN 1} 25
PLANT TECHNICIAN i 13
PLANT TECHNICIAN SUPERVISOR 1.
PLASTERER 1
PLUMBER 12
PLUMBER SUPERVISOR 1
POLICE AGENT 13
POLICE CAPTAIN 14
POLICE CODE COMPLIANCE OFFICER 16
POLICE CODE COMPLIANCE SUPERVISOR 1
POLICE DISPATCH ADMINISTRATOR 2
POLICE DISPATCH SUPERVISOR 12
POLICE DISPATCHER 49
POLICE INVESTIGATIVE AIDE I 11
POLICE LEAD DISPATCHER 12
POLICE LIEUTENANT 44
POLICE OFFICER| 102
POLICE OFFICER Il 1555
POLICE PROPERTY & EVIDENCE CLERK 14
POLICE RECORDS CLERK 27
POLICE RECRUIT : 47
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Proposed List of Target Employee Classifications

Classifications
Class Title No. in Class to include

POLICE SERGEANT 282
POOL GUARD | 48
POOL GUARD i 104
POWER PLANT OPERATOR

POWER PLANT SUPERVISOR

PRINCIPAL CITY ATTNY INVESTIGATOR
PRINCIPAL CLERK

PRINCIPAL DRAFTING AIDE

PRINCIPAL ENGINEERING AIDE
PRINCIPAL LEGAL ASSISTANT
PRINCIPAL PLAN REVIEW SPECIALIST
PRINCIPAL PLANT TECHNICIAN SUPV
PRINCIPAL POLICE RECORDS CLERK
PRINCIPAL PROCUREMENT SPECIALIST
PRINCIPAL SURVEY AIDE

PRINCIPAL TRAFFIC ENGINEERING AIDE
PRINCIPAL UTILITY SUPERVISOR
PRINCIPAL WATER UTILITY SUPERVISOR
PRINT SHOP SUPERVISOR
PROCUREMENT SPECIALIST
PROGRAMMER ANALYST Iii

PROJECT ASSISTANT

PRQJECT OFFICER

PROJECT OFFICER I

PROPERTY AGENT

PROPERTY AND EVIDENCE SUPERVISOR
PUBLIC ART PROGRAM ADMINISTRATOR
PUBLIC INFORMATION CLERK

PUBLIC INFORMATION OFFICER

PUBLIC INFORMATION SPECIALIST
PUBLIC WORKS DISPATCH SUPERVISOR
PUBLIC WORKS DISPATCHER

PUBLIC WORKS SUPERINTENDENT
PUBLIC WORKS SUPERVISOR

PUMP STATION OPERATIONS SUPERVISOR
PUMP STATION OPERATOR
RANGER/DIVER |

RANGER/DIVER i

RECREATION AIDE

RECREATION CENTER DIRECTOR |
RECREATION CENTER DIRECTOR [I
RECREATION CENTER DIRECTOR Il
RECREATION LEADER |

RECREATION LEADER I

RECREATION SPECIALIST

RECYCLING PROGRAM MANAGER
RECYCLING SPEC |

RECYCLING SPEC i

RECYCLING SPECIALIST Ili
REFRIGERATION MECHANIC
REHABILITATION COORDINATOR
RESERVOIR KEEPER

RETIREMENT ASSISTANT

ROOFER

SAFETY AND. TRAINING MANAGER
SAFETY OFFICER

SAFETY REPRESENTATIVE |
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Proposed List of Target Employee Classifications

Classifications

Class Title No. in Class to include
SAFETY REPRESENTATIVE |l 18
SANITATION DRIVER | 39
SANITATION DRIVER 1] 135
SANITATION DRIVER 11 20

SANITATION DRIVER TRAINEE

SENIOR ACCOUNT AUDIT CLERK
SENIOR ACCOUNT CLERK

SENIOR AIRPORT OPERATIONS ASSISTANT
SENIOR BIOLOGIST

SENIOR BOAT OPERATOR

SENIOR BUILDING MAINTENANCE SUPV
SENIOR CASHIER

SENIOR CHEMIST

SENIOR CITY ATTORNEY INVESTIGATOR
SENIOR CIVIL ENGINEER

SENIOR CLAIMS REPRESENTATIVE
SENIOR CLERK/TYPIST

SENIOR CODE COMPLIANCE SUPERVISCR
SENIOR COMBINATION INSPECTOR
SENIOR COMMUNICATIONS ENGINEER
SENIOR COMMUNICATIONS TECH
SENIOR COMMUNICATIONS TECH SUPV
SENIOR CUSTOMER SERVICES REP
SENIOR DISPOSAL SITE REPRESENTATIVE
SENIOR DRAFTING AIDE

SENIOR ELECTRICAL ENGINEER
SENIOR ELECTRICAL INSPECTOR
SENIOR ENGINEER-FIRE PROTECTION
SENIOR ENGINEERING AIDE

SENIOR ENGINEERING GEOLOGIST
SENIOR LAND SURVEYOR

SENIOR LEGAL ASSISTANT

SENIOR LEGAL SECRETARY

SENIOR LEGISLATIVE RECORDER
SENIOR LIBRARY TECHNICIAN

SENIOR LOCKSMITH

SENIOR MANAGEMENT ANALYST
SENIOR MARINE BIOLOGIST

SENIOR MECHANICAL ENGINEER
SENIOR MECHANICAL INSPECTOR
SENIOR MOTIVE SERVICE TECHNICIAN
SENIOR OFFSET PRESS OPERATOR
SENIOR PARK RANGER

SENIOR PARKING METER TECHNICIAN
SENIOR PLANNER

SENIOR PLANT TECHNICIAN SUPERVISOR
SENIOR POLICE RECORDS CLERK
SENIOR POWER PLANT SUPERVISOR
SENIOR PROCUREMENT SPECIALIST
SENIOR PROPERTY AND EVIDENCE SUPV
SENIOR PUBLIC INFORMATION OFFICER
SENIOR REFRIGERATION MECHANIC
SENIOR STABLE ATTENDANT

SENIOR STADIUM GROUNDSKEEPER
SENIOR STRUCTURAL INSPECTOR
SENIOR SURVEY AIDE

SENIOR TRAFFIC ENGINEER
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Proposed List of Target Employee Classifications

Classifications
Class Title No. in Class to include
SENIOR UTILITY SUPERVISOR

1
SENIOR WASTEWATER OPERATIONS SUPV 12
SENIOR WASTEWATER PLANT OPERATOR 4
SENIOR WATER OPERATIONS SUPV 3
SENIOR WATER UTILITY SUPERVISOR 14
SENIOR ZONING INVESTIGATOR 5
SEVEN-GANG MOWER OPERATOR 12
SIGN PAINTER 2
SIGN SHOP SUPERVISOR 1
SPECIAL EVENT TRAFFIC CONTROL SUPV 2
SPECIAL EVENT TRAFFIC CONTROLLER | 129
SPECIAL EVENT TRAFFIC CONTROLLER I} 2
STADIUM GROUNDSKEEPER 2
STADIUM MAINTENANCE TECHNICIAN 3
STADIUM TURF MANAGER 1
STOCK CLERK 28
STOREKEEPER| 14
STOREKEEPER Hi 3
STOREKEEPER Hi 2
STORES OPERATIONS SUPERVISOR 1
STRUCTURAL ENGINEERING ASSOCIATE 25
STRUCTURAL ENGINEERING SENIOR 10
STRUCTURAL INSPECTOR 3
STRUCTURAL INSPECTOR Il 11
STUDENT ENGINEER 40

STUDENT INTERN
SUPERVISING ACADEMY INSTRUCTOR
SUPERVISING CAL-ID TECHNICIAN
SUPERVISING CRIMINALIST
SUPERVISING CUSTODIAN
SUPERVISING FIELD REPRESENTATIVE
SUPERVISING HAZARDOUS MATERIAL INSP
SUPERVISING LIBRARIAN
SUPERVISING METER READER
SUPERVISING PLAN REVIEW SPECIALIST
SUPERVISING PROPERTY AGENT
SUPERVISING PUBLIC INFO OFFICER
SUPERVISING RECREATION SPECIALIST
SUPERVISING RECYCLING SPEC
SUPERVISING WSTWTER PREREATMNT INSP
SWIMMING POOL MANAGER |
SWIMMING POOL MANAGER I
SWIMMING POOL MANAGER i
TANK SERVICE TECHNICIAN |
TEST ADMINISTRATION SPEC
TRAFFIC SIGNAL SUPERVISOR
TRAFFIC SIGNAL TECHNICIAN i

- TRAINING SUPERVISOR
TREE MAINTENANCE CREWLEADER
TREE TRIMMER
UTILITY SUPERVISOR

GWRANGND 2NN NOOON NN ®NO RS

UTILITY WORKER | 182
UTILITY WORKER i 59
VEHICLE AND FUEL CLERK 4
VICTIM SERVICES COORDINATOR 4
WASTEWATER OPERATIONS SUPERVISOR 30
WASTEWATER PLANT OPERATOR 42
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Proposed List of Target Employee Classifications

Classifications
Class Title No. in Class to include

WASTEWATER PRETREATMENT INSP | 2
WASTEWATER PRETREATMENT INSP Il 5
WASTEWATER PRETREATMENT INSP i 6
WASTEWATER PRETREATMENT PGM MANAGER 1
WASTEWATER TREATMENT SUPERINTENDENT 4
WATER DISTRIBUTION OPERATIONS SUPV 1
WATER DISTRIBUTION OPERATOR 5
WATER OPERATIONS SUPERVISOR 3
WATER PLANT OPERATOR 18
WATER PRODUCTION SUPERINTENDENT 2
WATER SYSTEMS DISTRICT MANAGER 6
WATER SYSTEMS TECHNICIAN | 2
WATER SYSTEMS TECHNICIAN 1] 95
WATER SYSTEMS TECHNICIAN Ul 58
WATER SYSTEMS TECHNICIAN IV 64
WATER SYSTEMS TECHNICIAN SUPERVISOR 23
WATER UTILITY SUPERVISOR 17
WATER UTILITY WORKER 40
WELDER 20
WORD PROCESSING OPERATOR 177
WORK SERVICE AIDE 5
ZONING INVESTIGATOR Hi . 15
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Council Meeting of August 1%, 2005: ltem 5408

CLIENT PRIVILEGES TO SOME BUT NOT WAIVING THEM TO ALL
BECAUSE I AM NOT CLEAR ON THE DIFFERENCES BETWEEN THAT
PARTICULAR-

AGUIRRE:

GIVE ME JUST A SECOND TO SEE IF I CAN CLARIFY THE RECORD
AND IF IT’S ALRIGHT WITH COUNCILMEMBER MADAFFER
BECAUSE I THINK HE PROBABLY... OK, ALRIGHT. SIR WOULD YOU
PLEASE ITEMIZE THE EXACT AS BEST YOU CAN THE LIST OF
DOCUMENTS YOU INTEND TO BE COVERED BY THIS WAIVER?

DAHLBERG:
AT WHAT LEVEL OF DETAIL ARE WE TALKING ABOUT?

AGUIRRE:
AT THE LEVEL OF DETAIL THAT YOU HAVE A COMMAND.

DAHLBERG:
JUST OF MY HEAD?

AGUIRRE:
AS BEST AS YOU CAN.

DAHLBERG: ,

LET’S SEE, THERE IS THE SUMMARY MEMORANDUM THAT THEY
HAVE, THERE ARE A GROUP OF BINDERS THAT HAVE BEEN
PREPARED THAT HAVE ANALYSIS IN THEM, COPIES OF _
DOCUMENTS, 2:50:00 WHERE THEY GOT THE DOCUMENTS FROM
THEN BEHIND THAT THERE ARE A NUMBER OF DOCUMENTS LIKE
INTERVIEW MEMORANDUM, RESEARCH THAT THEY HAVE DONE
SOME ON LOSS, SOME ON FINANCIAL ACCOUNTING ISSUES, THEY
HAVE DONE A LOT OF BACKGROUND SOME OF IT IS LIKE PUBLIC
RECORD TYPE OF THINGS LIKE NEWSPAPER CLIPPINGS BUT OF THE
TOP OF MY HEAD THAT’S PROBABLY MOSTLY WHAT IT IS.

AGUIRRE:
DID YOU SAY THOSE DOCUMENTS ARE UPSTAIRS?

14



Council Meeting of August 1%, 2005: Item S408

DAHLBERG:
I'M NOT SURE THAT EVERYTHING IS.

[MULTIPLE VOICES]

AGUIRRE:
WITH DEPUTY MAYOR’S ...

ATKINS:
GO AHEAD. I'M SORRY MR. AGUIRRE.

AGUIRRE:

NO PROBLEM. COULD YOU IDENTIFY THE LOCATION OF THE
DOCUMENTS? SOME OF THE DOCUMENTS ARE UPSTAIRS IN THE
CITY MANAGER’S OFFICE?

DAHILBERG:
SOME DOCUMENTS-

AGUIRRE:
I'M SORRY I DIDN’T MEAN TO SAY THAT. WHEN YOU SAY
UPSTAIRS. WHAT DO YOU MEAN UPSTAIRS?

DAHLBERG:

WE HAVE A WORKSPACE UPSTAIRS...I'M SORRY DOWNSTAIRS,
YOU RIGHT I'M JUST SAYING... ON THE 9™ FLOOR OF THIS
BUILDING WE HAVE A WORKSPACE THAT HAS SOME OF THE-WELL
MOST OF THE DOCUMENTS BUT NOT ALL.

AGUIRRE:
ALL RIGHT, LET’S JUST TAKE IT SLOWLY. SO ON THE 9™ FLOOR,
WE’VE TALKED ABOUT CATEGORIZE OF DOCUMENTS AND NOW
WE ARE TALKING ABOUT LOCATIONS, SO ON THE 9™ FLOOR ON
YOUR WORKSPACE THERE ARE DOCUMENTS. ARE THERE ANY
OTHER DOCUMENTS LOCATED ANY OTHER LOCATION- ARE THERE
ARE ANY OTHER DOCUMENTS LOCATED ELSEWHERE ON THE 9™
FLOOR THAT WOULD BE COVERED BY THIS WAIVER?

15



Council Meeting of August 1%, 2005: ltem 5408

DAHLBERG:
VINSON AND ELKINS PROBABLY HAS SOME DOCUMENTS THAT
COULD BE COVERED BY THIS WAIVER THAT WE DON'T HAVE ON
THE 9™ FLOOR.

AGUIRRE:
OK AND THAT WOULD BE IN THEIR OFFICES IN WASHINGTON DC?

DAHLBERG:

I BELIEVE SO. THERE IS ELECTRONIC DOCUMENTS TOO THAT
POTENTIALLY COULD BE FLOATING AROUND. THAT’S BEEN
PRODUCED ASSUMING THAT THE FCC ALREADY HAS THOSE

AGUIRRE:
ALL RIGHT. THERE IS TWO. YOU'VE IDENTIFIED SOME
CATEGORIZE OF DOCUMENTS AND THEN YOU’VE IDENTIFIED TWO
LOCATIONS. CORRECT? ‘

DAHIBERG:
YES —

AGUIRRE:

ALL RIGHT. WOULD IT BE POSSIBLE FOR YOU TO MAKE A LIST OF
FOR THE COUNCIL? OF AT AN APPROPRIATE LEVEL OF DETAIL SO
THAT COUNCIL COULD HAVE THAT LIST IN FRONT OF THEM, TO
KNOW WHAT IT IS THAT THEY ARE WAIVING?

DAHLBERG:
YES.

AGUIRRE:

MAYBE I WOULD SUGGEST THAT YOU DO THAT, JUST SO THAT
THEY HAVE RECORD OF WHAT IT IS THAT THEIR WAIVING,
BECAUSE ONE OF THE THINGS THAT COUNCIL HAS DONE IS, THEY
ARE TRYING TO MANAGE THIS THING A LITTLE BIT MORE
EFFECTIVELY. SO IF WE COULD HAVE A LIST OF THE POTENTIAL
DOCUMENTS THAT ARE TO BE WAIVED AT A LEVEL OF DETAIL,
NOT EACH DOCUMENT BUT AT A LEVEL OF DETAIL THAT WOULD

GIVE US THIS SENSE OF WHAT DOCUMENTS THEY ARE WAIVING.
16



Council Meeting of August 1%, 2005: ltem 5408

BUT NOW THE SECOND QUESTION I HAVE FOR YOU IS THAT IN THE
DOCUMENT THAT 2:53:00 ORGANIZED YOUR PRESENTATION
TODAY THAT WAS PRESENTED TO THE COUNCIL IT ALSO SAYS
THAT YOU ARE ASKING TO SCHEDULE MEETINGS WITH THE SEC
AND THE U.S. ATTORNEY’S OFFICE TO REVIEW AND DISCUSS
V&E’S WORK PRODUCT IN RESULTS OF ITS INVESTIGATION. IS
THAT A CORRECT STATEMENT OF YOUR INTENT IN TERMS OF
WHAT YOU ARE ASKING THE COUNCIL TO DO TODAY?

DAHLBERG:

1 DON'T THINK WE ARE ASKING THE COUNCIL TO DO THAT. I
THINK WE WERE USING THAT AS AN EXPLANATION OF WHY WE
WANTED THE WAIVER. UNDER BEING THE AUDIT COMMITTEE. I
DIDN’T DRAFT THIS OK. WE HAVE A LETTER THAT WE DRAFTED
THAT JUST REQUESTED THE WAIVER SO THAT WE CAN SHARE THE
INFORMATION.

AGUIRRE:

SO WOULD IT BE FAIR TO SAY THAT THE CITY’S AUDIT
COMMITTEE DOES NOT PROPOSE TO SCHEDULE MEETINGS WITH
THE SEC, U.S. ATTORNEY’S OFFICE, AND KPMG TO REVIEW AND
DISCUSS V&E’S WORK PRODUCT AND RESULTS OF
INVESTIGATION?

DAHLBERG:
NO, THAT’S NOT WHAT I SAID. WE ARE ACTUALLY PLANNING- WE
HAVE THE MEETING SET. WE'VE GOT THE MEETING SET WITH THE
SEC AND WITH KPMG TO DO SO.

AGUIRRE:

SO THE CITY’S AUDIT COMMITTEE IS PROPOSING TO SET
MEETINGS WITH SEC, U.S. ATTORNEY’S OFFICE, AND KPMG.
REVIEW AND DISCUSS V&E’S WORK PRODUCT AND RESULTS OF
INVESTIGATION. IS THAT CORRECT?

DAHLBERG:
RIGHT. I DIDN'T BELIEVE THAT WAS SOMETHING WE NEEDED TO
ASK VOTING PERMISSION ON. THAT WAS ALREADY OUTLAID IN

OUR ENGAGEMENT LETTERS.
17
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OFFICE OF CIVIL DIVISION

THE CITY ATTORNEY 1200 THIRD AVENUE, SUITE 1620

SAN DIEGO, CALIFORNIA 921014178

CITY OF SAN DIEGO TELEPHONE (619) 236-6220
FAX (619) 236-7215

MICHAEL J. AGUIRRE

CITY ATTORNEY

August 5, 2005

Troy Dahlberg
Audit Committee
of the City of San Diego

Dear Mr. Dahlberg:
Audit Committee of the City of San Diego

In connection with the Audit Committee’s continuing investigation regarding the City’s
2003 Financial Statements, the Audit Commiittee has requested that this office provide certain
documents indicated in your requests, dated May 20, 2005, and July 27, 2005 (collectively the
“Audit Committee Requests”).

I understand that the Audit Committee has previously received from this office copies of
all subpoenas issued by the Securities and Exchange Commission and United States Attorney (to
the City and City Employees) that are in the possession of the City Attorney’s office (referenced
in your May 20, 2005 transmittal), and it is assumed that such request is no longer outstanding.
Also, it is my understanding that the law firm of Luce Forward Hamilton & Scripps was the
outside counsel who provided legal advice to the City related to “Deeds of Trust” involved with

the Gleason settlement.

This office has prepared the following reports, and each of said reports are supported by
the documents indicated below each report heading:

(D Interim Report No. 1 (January 14, 2005), regarding possible abuse, fraud, and
illegal acts by San Diego City officials and employees, the City Attorney released
evidence that the 2002 final report of the Mayor’s Blue Ribbon Committee Report
on City of San Diego Finances vastly understated the severity of the City’s
pension fund liability by 318% or $215 million, such report being supported by
the following documentation:



Troy Dahlberg
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Audit Committee of the City

of San Diego

o

10.

11.

Abuse “involves behavior that is deficient or improper when compared
with behavior that a prudent person would consider reasonable and
necessary business practice given the facts and circumstances.” General
Accounting Office, Government Auditing Standards 4.19.

11 October 2004 letter from Steven G. DeVetter to Les Girard, p. 8.

“Predication is the totality of circumstances that would lead a reasonable,
professional trained, and prudent individual to believe a fraud has
occurred, is occurring, or will occur. Predication is the basis upon which
an examination is commenced.” [2003 Association of Certified Fraud
Examiners, Fraud Examiners Manual p. xxvii.]

“SDCERS” refers to the San Diego City Employees Retirement System.

11 October 2004 letter from KPMG partner Steven G. DeVetter to San
Diego Assistant City Attorney Leslie J. Girard.

18 February 2004 Retainer letter from Paul Maco to Casey Gwinn.

See n 6, 18 February 2004 Retainer letter from Paul Maco to Casey
Gwinn.

16 September 2004 Report on Investigation The City of San Diego,
California’s Disclosures of Obligation to Fund the San Diego City
Employees’ Retirement System and Related Disclosure Practices 1996-
2004.

See fn 2, 1 October 2004 letter from KPMG partner Steven G. DeVetter to
San Diego Assistant City Attorney Leslie J. Girard, see also fn 10, 29
October 2004 letter from KPMG partner Steven G. DeVetter to San Diego
City Mayor Dick Murphy and San Diego City Manager Lamont Ewell.

29 October 2004 letter from KPMG partner Steven G. DeVetter to San
Diego City Mayor Dick Murphy and San Diego City Manager Lamont
Ewell.

See fn 2, 11 October 2004 letter from KPMG partner Steven G. DeVetter
to San Diego Assistant City Attorney Leslie J. Girard citing to the 16
September 2004 Report pp. 170-171 which refers to "across the board
failures of the City's internal disclosure processes."
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Audit Committee of the City

of San Diego

12.

13.

14.

15.

16.

17.

18.

19.

24.

See fn 2, 11 October 2004 letter from KPMG partner Steven G. DeVetter
to San Diego Assistant City Attorney Leslie J. Girard citing to the 16
September 2004 Report pp.114-120.

See fn 2, 11 October 2004 letter from KPMG partner Steven G. DeVetter
to San Diego Assistant City Attorney Leslie J. Girard.

See fn 2, 11 October 2004 letter from KPMG partner Steven G. DeVetter
to San Diego Assistant City Attorney Leslie J. Girard citing to the
16 September 2004 Report p. 117.

See fn 2, 11 October 2004 letter from KPMG partner Steven G. DeVetter
to San Diego Assistant City Attorney Leslie J. Girard.

See fn 2, 11 October 2004 letter from KPMG partner Steven G. DeVetter
to San Diego Assistant City Attorney Leslie J. Girard.

9 December 2004 San Diego City Attorney news release announcing that
the San Diego City Attorney was conducting an independent investigation
into the matter.

Blue Ribbon Committee Report on City of San Diego Finances, Table of
Contents, pp. 20-21.

City of San Diego Mayor's Blue Ribbon Advisory Committee
Announcement.

16 September 2004 Report p. 45.

23 July 1996 Cathy Lexin (City of San Diego Labor Relations Office)
Memorandum re: City Manager's Retirement Proposal.

Under § 144 of the San City Charter the City Auditor sits on the pension
board. During 2002 Ms. Webster was the auditor representative on the
pension board.

16 September 2004 Report p. 79.

Ms. Sally Zumwalt, former pension plan administrator, explained in a
statement given on 11 January 2004 that it was her practice to distribute to
Ms. Webster pension board materials. Ms. Zumwalt stated that she took
the board documents directly to Ms. Webster's office. Ms. Zumwalt had
previously worked for the City Auditor’s office.
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Audit Committee of the City
of San Diego

25. See fn 23, 16 September 2004 Report p. 79.

26. 5 February 2003 Pension Plan Response to Blue Ribbon Report on City
Finances.

27. See fn 23, 16 September 2004 Report p. 79.

28. 26 December 2000 memorandum from Ed Ryan to SDCERS Board of
Administration.

29. San Diego City Charter § 39
30. See fn 23, 16 September 2004 Report p. 79.

31. 27 February 2002 Meeting Minutes of the Committee on Rules, Finance,
and Intergovernmental Relations. At this time, the Rules Committee was
chaired by Mayor Dick Murphy, and staffed by City Councilpersons
Wear, Madaffer, Stevens, and Atkins.

32.  Fiscal year 2001 pension plan actuarial report.

33. Minutes for the 27 February 2002, 20 March 2002 Rules Committee and
the 15 April 2002 City Council Meeting.

34. Memorandum from Dan Andrews, City Attorney Investigator who
reviewed the contents of the audio tapes of the Rules Committee Meetings
for 27 February 2002 and 20 March 2002.

35.  Ibid. The City Attorney’s Office is currently investigating whether, as of
20 March 2002, the Mayor had prior knowledge of the actual funded ratio
for the pension plan.

(O3]
(@)

On 15 April 2002, following the Mayor’s Blue Ribbon Committee Report
on City of San Diego Finances, Council woman Frye made a motion
directing the City Manager to return to the Council with a full report
responding to the report of the Mayor’s Blue Ribbon Committee on City
of San Diego Finances. See fn 33.

37. 16 September 2004 Report, p. §9.
38. 16 September 2004 Report, p. 80.

39, 16 September 2002 memorandum from Terri Webster to Larry Grissom.
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40. SDCERS Annual Actuarial Valuation 30 June 2002.

41, See fn 26, SDCERS response to the Mayor's Blue Ribbon Committee
Report on City of San Diego Finances, 5 February 2003.

Interim Report No. 2 (February 2, 2005), regarding abuse, illegal acts, and
fraud by City of San Diego officials, the City Attorney revealed substantial
evidence consistent with a finding that the Mayor and Council authorized the
issuance of a City bond offering and related disclosure documents that they knew
to be false, such report being supported by the following documentation:

1. Interim Report No. 1 Regarding Possible Abuse, Fraud, and Illegal Acts
by San Diego City Officials and Employees, pp. 15-16.

2. San Diego City Charter Article V §39. (Exhibit 1)

3. 11 October 2001 (10:13 AM) Email from Cathy Lexin to Terri Webster on
the subject of “EEEK.” (Exhibit 47)

4. 14 June 2002 Memorandum from Cathy Lexin to Mayor and City Council
p. 2. (Exhibit 2)

5. San Diego City Employees Retirement System Annual Actuarial
Valuations 30 June 2003 p. 13 (Exhibit 3) and 30 June 2004 p. 13
(Exhibit 4); see 14 June 2002 Memorandum from Cathy Lexin to Mayor
and City Council p. 2 (Exhibit 2).

6. The “funding ratio” refers to the ratio between the pension’s assets and
liabilities.

7. 23 July 1996 Memorandum from Cathy Lexin to Larry Grissom re: City
Manager’s Retirement Proposal, p. 7 (Exhibit 5); see also, 30 June 1996
Actuarial Valuation (Exhibit 6).

8. Under the trigger, the City was required to return the pension plan to a
82.3% funding ratio by the July following the applicable actuarial report.
The funding ratio fell to 77.3% (5% below the 82.3% trigger) as of June
2002 and 67% (15% below the 82.3% trigger) as of June 2003. Under the
trigger formula, the City was required to pay $159 million by 1 July 2004
(.05 x $3,168,921) and $371 million by 1 July 2005 (.15 x $3,532,626);
see, 23 July 1996 Memorandum from Cathy Lexin to Larry Grissom re:
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10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

City Manager’s Retirement Proposal, p. 7 for trigger formula. (Exhibit 5)

San Diego City Charter Article IX § 143 (Exhibit 7); See, San Diego
Municipal Code § 24.0801 (ante November 2002) (Exhibit §).

- 14 June 2002 Memorandum from Cathy Lexin to Mayor and City Council

p. 2. (Exhibit 2)

23 July 1996 Memorandum from Cathy Lexin to Larry Grissom p. 7
(Exhibit 5); the 1996 actuarial valuation was 92.3% (See, Annual
Actuarial Valuation as of June 30, 1996 p. 16 (Exhibit 6)).

3 December 2001 email from Terri Webster to Lawrence Grissom with a
copy to Cathy Lexin on the subject of “earnings EEEK!” (Exhibit 9)

3 January 2002 emails between Cathy Lexin and Terri Webster.
(Exhibit 10)

12 February 2002 Email from Terri Webster to Ed Ryan on the subject of
EGF and CERS. (Exhibit 11)

San Diego City Employees’ Retirement System Annual Actuarial
Valuation 30 June 2001 p. 13. (Exhibit 12)

28 February 2002 (8:10 AM) Email from Mary Vattimo to Ed Ryan, Terri
Webster, Cathy Lexin, copied to Bruce Herring on the subject of CERS

earnings.

18 March 2002 Email from Terri Webster to
Rgarnica@unitedcalbank.com on the subject of CERS. (Exhibit 13)

6 March 2002 (5:32PM) Email from Lawrence Grissom to Terri Webster.
(Exhibit 14)

15 April 2002 (3:24 PM) Email from Lawrence Grissom to Terri Webster.
(Exhibit 15)
15 April 2002 (5:58 PM) Email from Terri Webster to Lawrence Grissom.
(Exhibit 15)

26 April 2002 Email from Terri Webster to Cathy Lexin about the subject
of “funding ratio.” (Exhibit 16)
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22.

24,

25.

27.

28.

29.

30.

31.

(U]
N

17 May 2002 (5:25 PM') from Terri Webster to Lawrence Webster on the
subject of the “deal.” (Exhibit 17)

20 May 2002 (10:03 AM) Email from Lawrence Grissom to Terri
Webster. (Exhibit 17)

20 May 2002 (10:26 AM) Email from Terr1i Webster to Lawrence Grissom
regarding “Curmudgeon speaks.” (Exhibit 17)

See, San Diego City Charter Article IX § 143; Cal State Constitution
Article 16 § 17 (retirement board of public pension plan has “fiduciary
responsibility for ... administration of the system.”) (Exhibit 18)

21 May 2002 (9:22 AM) Email from Terri Webster to Dan Kelley on the
subject of “laxing the trigger.” (Exhibit 19)

Mayor’s Blue Ribbon Committee Report on City of San Diego Finances
(27 February 2002) p. 2. (Exhibit 20)

27 February 2002 Blue Ribbon Committee Report on City of San Diego
Finances p. 2. (Exhibit 20)

See “Blue Ribbon Work Plan.” (Exhibit 21)

27 February 2002 and 20 March 2002 Rules Committee Agendas;
15 April 2002 City of San Diego City Council Minutes. (Exhibit 22)

13 July 2001 Minutes of Mayor Dick Murphy Blue Ribbon Committee on
City Finances p. 2. (Exhibit 23)

21 September 2001 Mayor Dick Murphy News for Release “Mayor
Murphy Appoints Two to Retirement Board City Council Confirms
Vortmann and Garnica.” (Exhibit 24)

27 February 2002 Blue Ribbon Committee Report on City of San Diego
Finances p. 2. (Exhibit 20)

E.g., see 18 February 2002 letter from Mr. Vortmann to Fred W. Pierce IV
Chairman San Diego City Employee Retirement System. (Exhibit 25)

31 July 2001 (11:27 AM) Email from Mr. Vortmann's assistant Leilani
Hughes to City Auditor Terri Webster re: "Questions for City Pension
Manager.” (Exhibit 26)
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37.

38.

40.

41.

43.

44.

45.

46.

47.

30 August 2001 Vortmann memorandum “Employee Retirement Benefit
Liabilities.” (Exhibit 27)

7 January 2002 (5:12 PM) Email from Terri Webster to Ed Ryan on the
subject of “my suggestions on Redraft of Pension Sections.” (Exhibit 52)

30 June 2001 San Diego City Employees’ Retirement System Annual
Actuarial Valuation p. 13 (Exhibit 12); 18 February 2002 letter form
Mr. Vortmann to Mr. Frederick W. Pierce, IV (Exhibit 25).

27 February 2002 Blue Ribbon Committee Report on City of San Diego
Finances p. 22 (“It is currently funded at 97% (i.e. its current assets
equaled 97% of the actuarially computed present value of the future
Pension Plan Liabilities.).” (Exhibit 28)

Compare 24 January 2002 draft of Blue Ribbon Committee Report on City
of San Diego Finances p. 21 (“Investment performance in the first five
months of Fiscal Year 2002 is lower than in Fiscal Year 2001.")

(Exhibit 29) to the 14 February 2002 draft (“Investment performance in

the first seven months of Fiscal Year 2002 is lower than in Fiscal

Year 2001.”) (Exhibit 30).

See, 30 June 2001 San Diego City Employees’ Retirement System Annual
Actuarial Valuation p. 13 showing the pension plan’s funded ratio
dropping 8% to §9.9%. (Exhibit 12)

18 February 2002 letter from Richard Vortmann to Frederick W.
Pierce IV. (Exhibit 25)

18 February 2002 letter from Richard Vortmann to Frederick W.
Pierce IV. (Exhibit 25)

8 February 2005 Transcription of City Council Rules Committee
Discussion of 27 February 2002. (Exhibit 31)

18 February 2002 letter from Richard Vortmann to Frederick W.
Pierce IV. (Exhibit 25)

7 March 2002 (5:56 PM) Email from Terr1 Webster to Lawrence Grissom
on the subject of “Blue Ribbon Report.” (Exhibit 32)

13 March 2002 (5:16 PM) Email from Lawrence Grissom to Dick
Vortmann regarding “Response to your questions.” (Exhibit 33)
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48. 27 February 2002 San Diego City Council Rules Committee Action.
(Exhibit 34)

49. 18 March 2002 City Manager Report “Response to the Blue Ribbon
Committee Report” (Report No. 02-061). (Exhibit 35)

50.  Transcription of City Council Rules Committee Discussion of 20
March 2002. (Exhibit 36)

51. Transcription of City Council Rules Committee Discussion of 20
March 2002. (Exhibit 36)

52. Transcription of City Council Rules Committee Discussion of 20
March 2002. (Exhibit 36)

53 Transcription of City Council Rules Committee Discussion of 20
March 2002. (Exhibit 36)
54. 29 April 2002 letter from Richard H. Vortmann to Blue Ribbon

Committee members and City officials. (Exhibit 37)

55. 3 February 2005 San Diego Union-Tribune article (Matt T. Hall) “S.D.
panelist's memo warned of fiscal woes.” (Exhibit 38)

56. San Diego City Charter Article III § 11.1. (Exhibit 39)
57. San Diego City Charter Article II1 § 11.2. (Exhibit 39)

58. At that time the City Council included Mayor Dick Murphy, Council
members Scott Peters, Toni Atkins, George Stevens, Byron Wear, Brian
Maienschein, Donna Frye, Jim Madaffer, and Ralph Inzunza.
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“Conference with Labor Negotiator, pursuant to Government Code §
54957.6: Agency negotiators: Michael Uberuaga, Lamont Ewell, Cathy
Lexin, Dan Kelley, Stanley Griffith, Mike McGhee; Employee
organizations: Municipal Employees Association, Local 127AFSME,
AFL-CIO, Local 145 International Association of Firefighters AFL-CIO,
San Diego Police Officers Association. (Exhibit 40)

60. 24 May 2002 Memorandum to Honorable Mayor & City Council from
Daniel E. Kelley, Labor Relations Manager, regarding "Final Three Year
offer to San Diego Police Officers Association.” (Exhibit 41)
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69.

61.

62.

63.

64.

65.
66.

67.

68.

70.

71.

15 March 2002 Memorandum to Mayor and City Council providing
Closed Session Meet and Confer Materials for March 18, 2002.
(Exhibit 42)

15 March 2002 Memorandum to Mayor and City Council providing
Closed Session Meet and Confer Materials for March 18, 2002, Slide 51.

(Exhibit 42)

15 March 2002 Memorandum to Mayor and City Council providing
Closed Session Meet and Confer Materials for March 18, 2002, Slide 52.

(Exhibit 42)

15 March 2002 Memorandum to Mayor and City Council providing
Closed Session Meet and Confer Materials for March 18, 2002, Slide 65.

(Exhibit 42)
18 March 2002 Closed Session Report City of San Diego. (Exhibit 43)
16 April 2002 Closed Session Presentation, Slide 16. (Exhibit 44)

16 April 2002 Closed Session Presentation, Slide 17 and copy of Slide 17
with handwritten notes. (Exhibit 45)

12 April 2002 Closed Session memorandum to Mayor and City Council
from Cathy Lexin, Human Resource Director, and Elmer Heap Deputy

City Attorney regarding the subject of “Closed Session Met and Confer
Agenda for April 15, 2002.”

26 April Closed Session Memorandum on the Subject of "Closed Session
Meet and Confer Agenda for April 29, 2002." (Exhibit 46)

The City's duty to keep the plan at a funding ratio is set forth in the 23
July 1996 memorandum from Cathy Lexin to Larry Grissom re: “City
Manager’s Retirement Proposal (Exhibit 5); the Actuarially Accrued
Liability for 2002 is contained in the San Diego City Employees’
Retirement System Annual Actuarial Valuation 30 June 2002 p. 13
(Exhibit 48).

San Diego City Employees’ Retirement System Annual Actuarial
Valuation 30 June 2002 p. 13. (Exhibit 48)

The Pension Reform Committee found in 2003 that only 6% of the under
funding problem was due to earnings losses; see, City of San Diego
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73.

74.

75.

76.

77.

78.

79.

80.

81.

83.

84.

86.

Pension Reform Committee page 11 of 74. (Exhibit 49)

Closed Session Report for the 29 April 2002 San Diego City Council
Closed Session. (Exhibit 50)

26 April Closed Session Memorandum on the Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002.” (Exhibit 46)

26 April Closed Session Memorandum on the'Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002.” (Exhibit 46)

The Police Officers Association President was not included in the final
meet and confer agreement which, as to the Police Officers Association,
went to “impasse” in 2002.

26 April Closed Session Memorandum on the Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002" (Slide 35). (Exhibit 51)

26 April Closed Session Memorandum on the Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002" (Slide 35). (Exhibit 51)

13 June 2002 memorandum from San Diego City Human Resources

Director Cathy Lexin to the Mayor and City Council. (Exhibit 53)

29 October 2004 memorandum from SDCERS Administrator Lawrence
Grissom to San Diego City Manager Lamont Ewell. (Exhibit 54)

29 October 2004 memorandum from SDCERS Administrator Lawrence
Grissom to San Diego City Manager Lamont Ewell. (Exhibit 54)

13 June 2002 memorandum from San Diego City Human Resources
Director Cathy Lexin to the Mayor and City Council. (Exhibit 53)

13 June 2002 memorandum from San Diego City Human Resources
Director Cathy Lexin to the Mayor and City Council. (Exhibit 53)

26 April Closed Session Memorandum on the Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002" (Slides 47-52). (Exhibit 55)

26 April Closed Session Memorandum on the Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002" (Slide 47). (Exhibit 55)

26 April Closed Session Memorandum on the Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002" (Slide 49). (Exhibit 55)
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89.

90.

o1.

92.

93.

94.

96.

97.

98.

99.

100.

26 April Closed Session Memorandum on the Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002" (Slide 51). (Exhibit 55)

26 April Closed Session Memorandum on the Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002" (Slide 51). (Exhibit 55)

26 April Closed Session Memorandum on the Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002" (Slide 52). (Exhibit 55)

26 April Closed Session Memorandum on the Subject of “Closed Session
Meet and Confer Agenda for April 29, 2002" (Slide 52). (Exhibit 55)

13 June 2002 memorandum from San Diego City Human Resources
Director Cathy Lexin to the Mayor and City Council. (Exhibit 53)

29 April 2002 Closed Session Report which reflects a 9-0 vote on the ‘
POA Safety Requirement Status. (Exhibit 50)

Minutes of 30 April 2002 Closed Session City Council Meet and Confer
meeting. (Exhibit 56)

Minutes of 6 May 2002 Closed Session City Council Meet and Confer
meetings. (Exhibit 57)

6 May 2002 PowerPoint presentation for Closed Session City Council
meeting regarding Meet and Confer issues (Slides 36-38). (Exhibit 57)

6 May 2002 PowerPoint presentation for Closed Session City Council
meeting regarding Meet and Confer issues (Slide 39). (Exhibit 57)

6 May 2002 PowerPoint presentation for Closed Session City Council
meeting regarding Meet and Confer issues (Slide 40). (Exhibit 57)

6 May 2002 Closed Session Meeting Minutes. (Exhibit 57)

24 May 2002 Memorandum from Daniel E. Kelley, Labor Relations
Manager for the City of San Diego to the San Diego City Mayor and
Council. (Exhibit 58)

14 June 2002 Memorandum from San Diego City Human Resources
Director Cathy Lexin to the San Diego Mayor and City Counctl p. 1.
(Exhibit 2)
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101.

102.

103.

104.

106.

107.

108.

109.

110.

111.

14 June 2002 Memorandum from San Diego City Human Resources
Director Cathy Lexin to the San Diego Mayor and City Council p. 1.
(Exhibit 2)

14 June 2002 Memorandum from San Diego City Human Resources
Director Cathy Lexin to the San Diego Mayor and City Council p. 2.
(Exhibit 2)

14 June 2002 Memorandum from San Diego City Human Resources
Director Cathy Lexin to the San Diego Mayor and City Council p. 2.

(Exhibit 2)

14 June 2002 Memorandum from San Diego City Human Resources
Director Cathy Lexin to the San Diego Mayor and City Council p. 2.
(Exhibit 2) ‘

14 June 2002 Memorandum from San Diego City Human Resources
Director Cathy Lexin to the San Diego Mayor and City Council p. 2.
(Exhibit 2)

14 June 2002 Memorandum from San Diego City Human Resources
Director Cathy Lexin to the San Diego Mayor and City Council p. 2.
(Exhibit 2)

14 June 2002 Memorandum from San Diego City Human Resources
Director Cathy Lexin to the San Diego Mayor and City Council p. 2.
(Exhibit 2)

14 June 2002 Memorandum from San Diego City Human Resources
Director Cathy Lexin to the San Diego Mayor and City Council p. 2.
(Exhibit 2)

14 June 2002 Memorandum from San Diego City Human Resources
Director Cathy Lexin to the San Diego Mayor and City Council p. 2.
(Exhibit 2)

24 June 2002 Letter from Richard Vortmann to SDCERS Board Members
and Administrators. (Exhibit 59)

24 June 2002 Letter from Richard Vortmann to SDCERS Board Members
and Administrators. (Exhibit 59)

24 June 2002 Letter from Richard Vortmann to SDCERS Board Members
and Administrators. (Exhibit 59)
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113.

114.

115.

116.

117.

121.

24 June 2002 Letter from Richard Vortmann to SDCERS Board Members
and Administrators. (Exhibit 59)

3 July 2002 Memorandum from Bruce Herring to Lawrence Grissom re:
“City’s Proposal Regarding Contribution Rates and Reserves and
Responses to Questions from SDCERS Trustees.” (Exhibit 60)

8 July 2002 Memorandum from Cathy Lexin to the Mayor and City
Council re: “Meet and Confer: Contingent Retirement Benefits and

Proposal to SDCERS,” p. 2. (Exhibit 61)

8 July 2002 Memorandum from Cathy Lexin to the Mayor and City
Council re:"Meet and Confer: Contingent Retirement Benefits and

Proposal to SDCERS.” p. 2. (Exhibit 61)

8 July 2002 Memorandum from Cathy Lexin to the Mayor and City
Council re:"Meet and Confer: Contingent Retirement Benefits and
Proposal to SDCERS.” (Exhibit 61)

9 July 2002 Closed Session Meeting Minutes for the San Diego City
Council. (Exhibit 62)

11 July 2002 Minutes SDCERS Board Meeting. (Exhibit 63)

Minutes of the Council of the City of San Diego for the Regular Meeting
of Monday, November 18 p.39-40 (ITEM-133: Two actions related to
Approval of Agreements on SDCERS Board Indemnification & City
SDCERS Employer Contributions.”) (Exhibit 64)

Minutes of the Council of the City of San Diego for the Regular Meeting
of Monday, October 21, 2002 p.9 (ITEM-53: Approval of Ordinance
amending the San Diego Municipal Code related to FY 2003 Negotiated
Retirement Benefit Enhancements. (Exhibit 65)

Minutes of the Council of the City of San Diego for the Regular Meeting
of Monday, November 18 p.8-10 (ITEMS-50 and 51: Approval of
Ordinances amending the San Diego Municipal Code related to FY 2003
Negotiated Retirement Benefit Enhancements.) (Exhibit 66)

Ordinance No. 19121.
Minutes of 18 November 2002 Council Meeting. (Exhibits 64, 66) -

13 FR §183, Dec. 22, 1948, as amended at 16 FR 7928, Aug. 11, 1951.
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134.

135.

(Exhibit 67)
Handwritten notes by Terri Webster dated 11/26/03. (Exhibit 68)
6 November 2001 Closed Session Minutes. (Exhibit 69)

Statement on Auditing Standard no 47, Audit Risk and Materiality in
Conducting an Audit (AU § 312.10). (Exhibit 70)

Exchange Act Release No. 34,961 (Nov. 10, 1994).

Fippinger, Robert A. The Securities Law of Public Finance § 6:5.1 (6-42).
Fippinger, Robert A. The Securities Law of Public Finance § 6:5.1 (6-42).
Fippinger, Robert A. The Securities Law of Public Finance § 6:5.2 (6-44)

Fippinger, Robert A. The Securities Law of Public Finance § 6 5.2 (6-45);
Release No. 33-7049 (9 March 1994).

Since 1990, underwriters of municipal securities have filed the official
statement or offering document, for most municipal securities offerings,
with the MSRB’s Municipal Securities Information Library.

16 September 2004 Report on Investigation, The City of San Diego,
California’s Disclosure of Obligation to Fund the San Diego City
Employees’ Retirement System and Related Disclosure Practices 1996-
2004, pg. 117. (Exhibit 71)

California Constitution Article 16 Public Finance § 17. (Exhibit 18)
The impact of the trigger mechanism was interpreted by SDCERS outside
fiduciary counsel, as well as by Mr. Maco, as requiring the City to

maintain the funded ratio at 82.3%. V&E Report, page 83.

San Diego City Employees Retirement System 2004 Actuarial Report for
as of 30 June 2004.

21 June 2002 Minutes of the SDCERS Board Meeting pp. 16-17.
(Exhibit 72)

See Meet and Confer Section of this Report, pg. 30, et seq.
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141. 18 March 2002 Email from Terri Webster to
Rgarnica@unitedcalbank.com on the subject of CERS. (Exhibit 13)

142. 18 March 2002 Email from Terri Webster to
Rgarnica@unitedcalbank.com on the subject of CERS. (Exhibit 13)

143. 29 October 2004 Memorandum from Plan Administrator Lawrence
Grissom to City Manager Lamont Ewell. (Exhibit 54)

144. See, 5 September 2003 Email from Diann Shipione to Plan Administrator
documenting that the false statement was included in the August 2002
Wastewater $505 million bond offering (Exhibit 73); 6 February 2001
SDCERS Business & Procedures Minutes p. 4 (Exhibit 74).

145.  Report of Investigation in the Matter of County of Orange, California as it
Relates to the Conduct of the Members of the Board of Supervisors,
Exchange Act Release No. 36761 (January 24, 1996). (Exhibit 75)

146. 6 November 2001 Closed Session Minutes. (Exhibit 69)
147. 6 November 2001 Closed Session Minutes. (Exhibit 69)

148.  The beginning date of 18 March 2002 marks the date that the Mayor and
Council were provided a PowerPoint presentation showing the actuarial
funding ratio had dropped to 89.9%.

149.  See Chart of Bond Offerings from 29 April 2002 to 30 June 2003.
(Exhibit 77)

150. 6 November 2001 Closed Session Minutes. (Exhibit 69)

151. 11 October 2004 and 29 October 2004 KPMG letters to San Diego
Assistant City Attorney re: City of San Diego Fiscal Year 2003 Audit.
(Exhibit 76)

(3) Interim Report No. 3 (April 9, 2005), regarding violations of State and local
laws as related to the SDCERS Pension Fund, the City Attomey concluded that
City officials violated the California Constitution, State law, the San Diego City
Charter, and the San Diego Municipal Code in causing the underfunding of the
San Diego City Employees’ Retirement System, such report being supported by
the following documentation:

1. Robert L. Clark, Lee A. Craig, and Jack W. Wilson, 4 History of Public
Sector Pensions in the United States, pp. 12-23 (2003).
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10.

11.

16.

17.

18.

“SDCERS Annual Actuarial Valuation,” June 30, 2004, p. 9.

Id at 13.

Letter from Rick Roeder to City of San Diego Pension Reform Committee
of 4/20/04.

“SDCERS Annual Actuarial Valuation,” June 30, 2004, p. 35.

City of San Diego Pension Reform Committee Final Report,
September 15, 2004,

p. 28.
Letter from Rick Roeder to Pension Reform Committee of 5/4/04.

Paul S. Mace and Richard C. Sauer, Vinson & Elkins, Report on
Investigation, The City of San Diego, California’s Disclosures of
Obligation to Fund the San Diego City Employees’ Retirement System and
Related Disclosure Practices 1996-2004 with Recommended Procedures
and Changes to the Municipal Code, [Vinson & Elkins Report],
September 16, 2004, p. 5.

Id. at 38.

Denzil Y. Causey, Jr., Duties and Liabilities of Public Accountants 12
(Rev. ed. 1982).

San Diego Ordinance O-15353 (Oct. 6, 1980).
SDCERS Board Meeting, Minutes, April 19, 2002, p. 26.

Letter from Censtance M. Hiatt, Hanson Bridget Marcus Vlahos and Rudy
(“Hanson Bridgett”) to SDCERS, General Counsel Loraine Chapin of
4/16/02.

San Diego Ordinance O-15758 (June 1, 1982).
San Diego Municipal Code [SDMC] §24.1502.
“SDCERS Annual Actuarial Valuation,” June 30, 2004, p. 13.

Michael J. Aguirre, San Diego City Attorney, “Interim Report No. 2
Regarding Possible Abuse, Illegal Acts or Fraud by City of San Diego
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19.

20.

S
o

23.

24.

Officials,” February 9, 2005, pp. 9 — 17.
“SDCERS Annual Actuarial Valuation,” June 30, 2004, p. 13.
Vinson & Elkins Report, p. 39.

Settlement Agreement, in James F. Gleason, et al. v. San Diego City
Employees Retirement System, et al., San Diego Superior Court Case
No. GIC803779, part I11.3(a).

City of San Diego Pension Reform Committee, Final Report,
September 15, 2004, p. 9.

Id. at 10.

Letter from SDCERS Actuary Rick Roeder to SDCERS Board,
November 5, 2002; see also Vinson & Elkins Report, pp.82-86 (emphasis
added). ' »

See Letter from SDCERS’ counsel Robert Blum to Lawrence Grissom,
SDCERS Plan Administrator, June 2002 (draft).

Vinson & Elkins Report, pp.80-81.
Cal. Gov’t Code §1091(a).
Cal. Gov’t Code § 87100.
SDMC §27.3560 (emphasis added).

Settlement Agreement, in James F. Gleason, et al. v. San Diego City
Employees Retirement System, et al., San Diego Superior Court Case
No. GIC803779, part II(b)-(c).

Letter from Rick Roeder to Deborah Berger and Bruce Herring of 2/4/05.

Interim Report No. 4 (May 9, 2005), regarding additional funding for outside
professionals reviewing alleged illegal acts, the City Attormney questioned whether
the Outside Professionals’ Audit Committee could finish its work in an
economical and timely manner and recommended that the Council not approve
any additional funds for the Committee until a complete review of the

- Committee’s scope of work had been conducted, such report being supported by
the following documentation:
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10.

11.

Item S404, San Diego City Council Minutes, 3/8/05, p. 13.
See, “Audit Committee-Investigation Status” report, 5/6/05.

Independent Services Agreement between City of San Diego and Kroll
Inc., 2/10/05, p. 2 (“The City has requested that Kroll (1) receive, review
and evaluate the findings of the investigations by V&E and the City
Attorney.”).

See, letter from KPMG to the City of San Diego, 10/11/04 (Ex. 4a) and
letter from KPMG to City of San Diego, 10/29/04 (Ex. 4D).

Paul S. Maco and Richard C. Sauer, Vinson & Elkins, L.L.P., Washington,
D.C., Report on Investigation The City of San Diego, California’s
Disclosures of Obligation to Fund the San Diego City Employees’
Retirement System and Related Disclosure Practices 1996-2004 with
Recommended Procedures and Changes to the Municipal Code,
September 16, 2004, [16 September 2004 Report].

Vinson & Elkins Work Plan, 11/5/04.
See, for example, the 16 September 2004 Report, p. 8.
See, San Diego City Attorney Interim Reports 1 through 3.

Independent Services Agreement between City of San Diego and Kroll
Inc., 2/10/05, p. 2 (“The City has requested that Kroll (1) receive, review
and evaluate the findings of the investigations by V&E and the City
Attorney.”).

Sce, statement in the Status Report from the Outside Professionals Audit
Committee, 5/6/05, that “At this time, Vinson & Elkins’s work continues
on going with no change in the City’s or Audit Committee’s relationship.”
There is an independent agreement between the City and V&E which the
audit committee does not the legal authority to alter without the
permission of the City Council.

See, Philip J. LaVelle, Pension investigators criticized anew | Firm is
seeking more legal help, San Diego Union-Tribune, 4/23/05, which
reported: “Ewell also said an oral report would be acceptable, according to
what he was told by Lynn Turner, a Kroll senior adviser leading the audit
team. ‘From an auditing investigative report, you're looking at the work
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13.

14.

15.
16.

17.

18.

19.

product, the methodology of getting there, how you test something,” Ewell
said. ‘So it's not so much a written report.””

See, letter dated 4/19/05, Re: “Terms of Engagement as Counsel to the
Audit Committee of the City of San Diego.” The proposed agreement
with Willkie Farr & Gallagher contemplates two of its partners (Michael
R. Young and Benito Romano) with hourly rates that range from $560 to
$825 will do the work V&E was contracted to do for the City. The
agreement says that the new lawyers “are serving as counsel to the Audit
Committee” the “payment of our bills is to be the responsibility.”

See, Member Search on-line service for Michael R. Young and Benito
Romano which found neither are licensed to practice law in California;

and website for Willkie Farr & Gallagher lawyer resumes indicating that
neither is licensed to practice law in California. This may be a violation of
California Rule of Professional Responsibility §1-300.

Andrew Donohue, Further Questions of City's Law Firm Could Continue
Delay of Audits, Investigations, Voice of San Diego, 4/22/05.

See, letter from KPMG to City of San Diego, 10/29/04.
See, “Audit Committee Investigation Status” report, p. 2, 5/6/05.

See, City of San Diego Supplemental Docket Number 4 for the Regular
Meeting of Tuesday, 5/10/05.

See, “Audit Committee-Investigation Status” report, 5/6/05.

See, “Audit Committee-Investigation Status” report, 5/6/05 [emphasis
added].

See, “Audit Comm1ttee Investigation Status” report, 5/6/05.
See, “Audit Committee-Investigation Status” report, 5/6/05.
See, “Audit Committee-Investigation Status” report, 5/6/05.
See, “Audit Committee-Investigation Status” report, 5/6/05.
See, “Audit Committee-Investigation Status” report, 5/6/05.

See, “Audit Committee-Investigation Status” report, 5/6/05.
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(3)

30.

31.

See, letter from KPMG to City of San Diego, 10/29/04.
This may violate California Rule of Professional Conduct § 1-300.

See, Michael R. Young, Eighteen Safeguards to Corporate Self-
Investigation, The Metropolitan Corporate Counsel, 12/04.

See, letter from KPMG to City of San Diego, 10/29/04; amendment to
original agreement between V&E and the City of San Diego.

See, Michael R. Young, Eighteen Safeguards to Corporate Self-
Investigation, The Metropolitan Corporate Counsel, 12/04.

See, Michael R. Young, Eighteen Safeguards to Corporate Self-
Investigation, The Metropolitan Corporate Counsel, 12/04.

Michael R. Young, Eighteen Safeguards to Corporate Self-Investigation,
The Metropolitan Corporate Counsel, 12/04.

Michael R. Young, Eighteen Safeguards to Corporate Self-Investigation,
The Metropolitan Corporate Counsel, 12/04.

See, On-Line Resume for Michael R. Young:
www.Willkie.com/attorneys/bio detail.aspx?iEmployee [D=323144605.

Interim Report No. 5 (May 18, 2005), regarding the legal status of the elected
officers retirement program, the City Attorney determined that the City Council
violated the Charter’s pension vesting rules when members passed an ordinance
that granted benefits to elected officials who had not served for 10 years and who
had not reached age 62.

1.

2.

San Diego City Charter art. IX, §141.

See City Att’y MOL No. 92-93 (Oct. 12, 1992) “Legislative Officers’

‘Retirement Plan Vesting Requirements — San Diego Municipal Code

Sections 24.0541, et seq.,” which reached a conclusion opposite than the
one set forth in this Report. City Att’y MOL 92-33 is hereby disapproved,
and its conclusions are to have no further force or effect.

See Charter § 141 (“No employee shall be retired before reaching the age
of sixty-two years of age and before completing ten years of continuous
service.”) (See footnote 1).
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10.

11.

12.

13.
14.
15.

16.

17.
18.

19.

See City Manager’s Report No. 01-258 (Nov. 20, 2001) “Modification of
the Retirement Program for Former Elected Officers” [Manager’s Report
No. 01-258]; See also 6 November 2001, City Attorney memorandum to
William Barber from Theresa C. McAteer re: “Retroactive Application of
Changes to the Elected Officers Retirement Program; Query re: Mayor’s
Retirement Benefits Status.”

See Charter § 141 (See footnote 1).

See Charter art. V, § 39 (Auditor and Comptroller must certify source of
funds); See also Charter art. VII, §99 (no debt may be incurred without a
vote of the people).

See 8 October 2001, Minutes of the San Diego City Council, Item 50,
pp. 11-12.

See Manager’s Report No. 01-258 (See footnote 4). Note that the present
City Attorney has declined to participate in the EORP.

~ See Cal. Const. art. XI, §3(a).

See Charter §39; Charter §99 (See fn 6).

See Ordinance No. 0-19022 (Jan. 8, 2002); January 8, 2002, City Council
Minutes for Item 51 pp. 9-10.

See City Manager’s Report No. 01-258 (Nov. 20, 2001) (with
attachments) (See footnote 4).

Charter §39; Charter §99 (See footnote 6).

See Charter §141 (Sce footnote 1).

Original Charter art. IX, § 141 (as adopted in 1931) (emphasis added).

See generally City Att’y MOL 2005-9 (April 27, 2005) “Rescission of
Ordinance O-19126, Re: Five Year Vesting Requirement” (exhibits
omitted).

Compare SDMC §24.1312 (current) with SDMC §24.1312 (prior to 2002).
SDMC §24.1312 (prior to 2002) (See footnote 17).

See City Att’y MOL 2005-9 (See footnote 16).
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Prior SDMC §24.0545 (Jan. 12, 1971).

In addition to relaxing the rules to allow four year vesting, in 1995 the
City Council made a specific three year vesting requirement for officers
elected in 1995 who had three-year terms. See prior SDMC §24.0545(b)
(Oct. 30, 1995).

Prior SDMC §24.0546 (Jan. 12, 1971).

To calculate these percentages: Assume a legislative officer serves 10
years and has a final salary of $70,000. Under the original LORP plan, the
first $500 per month of salary would contribute a 5% benefit to the
member’s retirement. That would be (§500 * .05 * 10 years) or $250 per
month. On a yearly accounting, that would be a $3000 per year benefit for
the first $6000 of the member’s salary. The remaining $64,000 of the
member’s salary would contribute ($64,000 * .03 * 10 years) or §19,200
per year. In total, the member’s yearly retirement would be (519,200 +
$3000), or $22,200. If one divides the yearly benefit by the final salary
($22,200 / $70,000), equaling 0.317, and then divides by 10 years, the
final blended retirement factor is obtained, which in this case is 3.17%. If
the above calculation is repeated for a member whose final salary is
$100,000, the final blended retirement factor is ( ($3000 + (§94,000 * .03

* 10 years))/$100,000) or (($3000 + $28,200)/$100,000) or 3.12% for ten
years’ service.

See Manager’s Report No. 01-258 (See footnote 4).

See SDMC §24.1706.

See Ordinance O-18994 (Oct. §, 2001).

See SDMC §24.1705 (showing new retirement age of 55).

See Manager’s Report No. 01-258 (chart attachment to Report) (see
footnote 4) (percentage calculations performed by the City Attorney’s
Office).

See Cal. Const. art. XVI, §18.

See San Diego City Attorney’s Office Interim Report No. 3 “Regarding
Violations of State and Local Laws Related to the SDCERS Pension
Fund,”(2003), pp.18.-20 (exhibits omitted). All four prior interim reports
are available on the City Attorney’s website.
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31.  San Diego City Charter art. IX, §146.

32, Id.

33.  Montgomery v. Board of Administration, 34 Cal. App. 2d 514, 520 (1939);
See also Cal. Const. art. XI, section 3(a), (See footnote 9).

34, Grimm v. City of San Diego, 94 Cal. App. 3d 33, 39 (1979).

35.  Domar Electric, Inc. v. City of Los Angeles, 9 Cal. 4th 161, 170 (1994).

36.  Id.
37.  Id. at171.

(6) Amended Interim Report No. 6 Regarding The San Diego City Employees’
Retirement System Funding Scheme (July 1, 2005), regarding the scheme by
the City to underfund the pension system, suppress information regarding such
underfunding, while simultaneously granting hundreds of millions of dollars in
new benefits in violation of the liability limits of the State Constitution and the
City Charter, such report being supported by the following documentation:

1. Cal. Const. art. XVI, § 17(a).

2. See 23 July 1996 Lexin Memorandum and City Attorney Interim Reports
Nos 1-5; see City Attorney’s Website.

3. San Diego Charter § 99.

4. Cal. Const. Art. XVI, § 17(a). Seen. 1.

5. San Diego Charter § 99. Seen. 3.

6. Cal. Const Art. XVI, § 17(a). Seen. 1.

7. February 1996 Jack McGrory memorandum to “Distribution.”

8. San Diego Charter §§ 142 and 143 and Article XVI § 17(a) of the
California Constitution require that the City’s pension fund payment be
determined by an actuary; see fn. 1.

9. 29 February 1996 Jack McGrory memorandum to “Distribution;” see n. 7.
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10.

11.

12.

13.

14.

15.

16.

17.

See 16 September 2004 Report on Investigation the City of San Diego,
California’s Disclosures of Obligation to Fund the San Diego City
Employees” Retirement System and Related Disclosure Practices 1996-
2004 with Recommended Procedures and Changes to the Municipal Code
pp. 31-34 (16 September 2004 Report). The money diverted from the
pension funds were euphemistically referred to as “surplus earnings” or
“undistributed income.” These diverted pension funds were “transferred”
to “reserves.” Funds held by the pension plan and all earnings thereon are
required to be used so that benefits can be delivered promptly to plan
participants. Diversions of surplus earnings are unlawful under the State
Constitution and fiduciary laws. In Board of Administration v. Wilson, 52
Cal. App. 3d 1109, 1131-1137 (1997), the court held that vested state
employee members of CalPERS have a contractual right to an actuarially
sound retirement system; see City of San Diego Website.

1 March 1996 San Diego City Employees’ Retirement System
Memorandum from Larry Grissom to Keith Enerson regarding ““Proposed
Retirement Package” p. 2.

1 March 1996 San Diego City Employees’ Retirement System
Memorandum from Larry Grissom to Keith Enerson regarding ““Proposed
Retirement Package” p. 2. Seen. 11.

1 March 1996 San Diego City Employees’ Retirement System
Memorandum from Larry Grissom to Keith Enerson regarding “‘Proposed
Retirement Package” pp. 2-3. Seen. 11.

1 March 1996 San Diego City Employees’ Retirement System
Memorandum from Larry Grissom to Keith Enerson regarding “Proposed
Retirement Package” p. 3. Seen. 11.

1 March 1996 San Diego City Employees’ Retirement System
Memorandum from Larry Grissom to Keith Enerson regarding *‘Proposed
Retirement Package” p. 3. Seen. 11.

1 March 1996 San Diego City Employees’ Retirement System
Memorandum from Larry Grissom to Keith Enerson regarding “‘Proposed
Retirement Package” p. 3. Seen. 11.

1 March 1996 San Diego City Employees’ Retirement System
Memorandum from Larry Grissom to Keith Enerson regarding “Proposed
Retirement Package” p. 4. Seen. 11.
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20.
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1 March 1996 San Diego City Employees’ Retirement System
Memorandum from Larry Grissom to Keith Enerson regarding “Proposed
Retirement Package” p. 2. Seen. 11. '

1 March 1996 San Diego City Employees’ Retirement System
Memorandum from Larry Grissom to Keith Enerson regarding ‘“Proposed
Retirement Package” p. 5. See n. 11.

1 March 1996 San Diego City Employees’ Retirement System
Memorandum from Larry Grissom to Keith Enerson regarding “Proposed

Retirement Package” p. 6. Seen. 11.

1 March 1996 San Diego City Employees’ Retirement System
Memorandum from Larry Grissom to Keith Enerson regarding “Proposed
Retirement Package” p. 7. Seen. 11.

1 March 1996 San Diego City Employees’ Retirement System
Memorandum from Larry Grissom to Keith Enerson regarding “Proposed
Retirement Package” p. 7. Seen. 11.

19 March 1996 San Diego City Council Closed Session Docket.
19 March 1996 San Diego City Council Closed Session Agenda.
19 March 1996 San Diego City Council Closed Session Minutes p. 3.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring re: “Fiduciary Aspects of Plan Revisions.” A 2 April 1996
letter from Jeffrey S. Leavitt to Bruce Herring confirms the City’s
retention of the Jones Day law firm “regarding the fiduciary and federal
tax implications of the proposed revisions to benefits for City employees
under the San Diego City Employees’ Retirement System.” ‘

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring re: “Fiduciary Aspects of Plan Revisions” p. 1. See n. 26.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring re: “Fiduciary Aspects of Plan Revisions” p. 1. See n. 26.

29 April 1996 letter from Jeftrey S. Leavitt to Deputy City Manager Bruce
A. Herring re: “Fiduciary Aspects of Plan Revisions” p. 4. See n. 26.

The medical benefits issues are not discussed in this report.
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31.

40.

41,

46.

47.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring re: “Fiduciary Aspects of Plan Revisions” p. 5; see n. 26.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring re: “Fiduciary Aspects of Plan Revisions” p. 4; see n. 26.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring re: “Fiduciary Aspects of Plan Revisions” pp. 4-5; see n. 26.

9 April 1996 San Diego City Council Closed Session Minutes p. 3.

11 April 1996 Closed Session Item Memorandum from Deputy City
Attorney John M. Kaheny to City Clerk p. 2.

16 April 1996 San Diego City Council Closed Session Agenda.
16 April 1996 San Diego City Council Closed Session Minutes p. 3.

16 April 1996 San Diego City Council Closed Session Minutes p. 3. See
n. 37.

23 April 1996 City Attorney Report to the Board of Administration for the
San Diego City Employees’ Retirement System.

23 April 1996 City Attorney Report to the Board of Administration for the
San Diego City Employees’ Retirement System p. 1. See n. 39

23 Apnl 1996 City Attorney Report to the Board of Administration for the
San Diego City Employees’ Retirement System, p. 1. Seen. 39.

18 April 1996 Closed Session Item Memorandum from Deputy City
Attorney John M. Kaheny to City Clerk.

23 April 1996 San Diego City Council Closed Session Agenda.
23 April 1996 San Diego City Council Closed Session Docket.
23 April 1996 San Diego City Council Closed Session Minutes p. 1.

29 April 1996 City Employees Retirement System “Concept Overview”
p. 1-4.

29 April 1996 City Employees Retirement System “Concept Overview”
p. 1. Seen. 46
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48.

49.

50.

51.

54,

55.

Although the pension system actuarial report for the fiscal year ending 30
June 2004, estimated the pension deficit at $1.4 billion, work done by the
City’s outside auditor, KPMG, has caused the estimated shortfall to be put
at closer to $1.7 billion.

29 April 1996 City Employees’ Retirement System “Concept Overview”
p. 2. Seen. 46. »

29 April 1996 City Employees’ Retirement System “Concept Overview”
p. 2; IRS Code § 415 provides for dollar limitations on benefits and
contributions under qualified retirement plans. It also requires that the
IRS Commissioner annually adjust these limits for cost of living increases.

See n. 46.

29 April 1996 City Employees’ Retirement System “Concept Overview”
p. 2; IRS Code § 415 provides for dollar limitations on benefits and
contributions under qualified retirement plans. It also requires that the
IRS Commissioner annually adjust these limits for cost of living increases.
See n. 46.

29 April 1996 City Employees’ Retirement System “Concept Overview”
p. 2. Seen. 46.

23 July 1996 memorandum from Cathy Lexin to Larry Grissom p. 2, 6;
see fn 2.

The system actuary first estimated the cost of past service liability to be in
excess of $120 million. After the City Attorney published this estimate,
the system actuary reduced his cost estimate.

29 April 1996 City Employees’ Retirement System “Concept Overview”
p. 3. Seen. 46.

29 April 1996 City Employees’ Retirement System “Concept Overview”
p. 3. Seen. 46.

The CERS actuary has estimated the cost at several million dollars.

23 July 1996 memorandum from Cathy Lexin to Larry Grissom p. 6. See
n. 2.

29 April 1996 City Employees’ Retirement System ““Concept Overview”
p. 3. See n. 46.
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60.
61.
62.

63.

64.

65.

66.

67.

68.

69.

70.

71.

San Diego Charter § 99. Seen. 3.
Cal. Const. Art. XVI, § 17(a). Seen. 1.

These proposed contribution rates were blended -- this is, the rates paid for
general member employees were averaged with those paid for public
safety employees.

The contribution rate paid by the City in 1996 was the PUC rate, which
tended to require lesser payments into the plan in the early years and much
greater amounts later. Under the EAN method the payments were level
and remained stable year to year.

San Diego Charter § 143; see n. 8.

29 April 1996 City Employees’ Retirement System “Concept Overview”
p. 4; see n. 46.

29 April 1996 City Employees’ Retirement System “Concept Overview”
p. 4; see n. 46.

16 September 2004 Report pp. 53-56. Although the reserve accounts did
not play a major role in the implementation of MP-1, they did serve as a
basis for issuing false and misleading statements to the investment
community; see City of San Diego Website.

29 April 1996 City Employees’ Retirement System “Concept Overview”
p. 1. Seen. 46.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring; the letter was purportedly provided to Mr. Herring by Mr.
Leavitt “as counsel to the City with the understanding that neither Jones,
Day, Reavis & Pogue nor I are assuming any professional responsibility to
any other person whatsoever.” See n. 26.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce

A. Herring p. 2. Seen. 26.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring p. 2 (n. 5). Seen. 26.

See When is Employer, Labor Union, Affiliated Entity or Person or
Pension or Welfare Plan ‘Fiduciary” within meaning of §3(21)(4)(i) or
(111) or Employee Retirement Income Security Act of 1974 178 A.L.R. Fed
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73.

74.

75.

76.

77.

78.

79.

80.

1.

129; see also, Pension Ben. Guar. Corp. v. Solmsen, 671 F. Supp. 983
(E.D.N.Y. 1987) (sponsor fiduciary under pension plan); Schwartz v.
Interfaith Medical Center, 715 F. Supp. 1190 (E.D.N.Y. 1989) (employer
acted in fiduciary capacity); Ches v. Archer, 827 F. Supp. 159 (W.D.N.Y
1993) (unresolved factual question about whether corporate officers acting
as fiduciaries); Hanley v. Giordano’s Restaurant, Inc., 1995 WL 442143
(S.D.N.Y. 1995); NYSA-ILA Medical & Clinical Services Fund v. Catucci,
60 F. Supp. 2d 194 (S.D.N.Y. 1999).

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring p. 2. See n. 26.

Mr. Leavitt cites the NRLB v. AMAX case for the proposition that when the
employer’s representatives serve on pension boards, they act on behalf of
the pension board, not of the employer. However, the case also should
have alerted Mr. Leavitt to the legal problems that arise when these
pension board members act to advance the employer’s interest at the
expense of pension participants.

16 July 1996 memorandum from John Casey to Fiduciary Counsel via
Retirement Administrator.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring p. 1. See n. 26.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring pp. 1-2. See n. 26.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring p. 2. See n. 26.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring p. 3. Seen. 26.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring p. 3. Seen. 26.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring p. 4; Mr. Leavitt cited Hittle v. Santa Barbara County
Employees Retirement Association, 29 Cal. 3d 374, 392 (1985) and
Symington v. Albany, 5 Cal. 3d 23, 33 (1971). See n. 26.
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83.

84.

85.

86.

87.

88.

89.

90.

91.
92.

93.

94.

- 95.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring p. 4. See n. 26.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring p. 5. Seen. 26.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring p. 5. See n. 26.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring p. 5. See n. 26.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring p. 5. Seen. 26.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring p. 5. Seen. 26.

29 April 1996 letter from Jeffrey S. Leavitt to Deputy City Manager Bruce
A. Herring p. 5. See n. 26.

2 May 1996 SDCERS Retirement Board of Administration Special
Meeting p. 1.

2 May 1996 SDCERS Retirement Board of Administration Special
Meeting p. 1. Seen. 89.

1994 SDCERS Annual Actuarial Valuation 2004; see fn 48.
See 16 September 2004 Report p. 31 et seq. Seen. 10.

See 16 September 2004 Report p. 3; Mr. Casey was referring to Mr.
Joseph Wyatt’s law firm Morrison and Foerster. The firm had previously
advised against a program that had some of the elements contained in MP-
1. Mr. Casey raised an implied concern that Mr. Wyatt was set aside in
favor of another lawyer who would under an opinion supporting MP-1.
Seen. 10.

2 May 1996 SDCERS Retirement Board of Administration Special
Meeting p. 3. Seen. §89.

2 May 1996 City Employees’ Retirement System Concept Overview p. 1.
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96." -

97.

98.

99.

100.

101.

102.

104.

105.

106.

107.

108.

2 May 1996 City Employees’ Retirement System Concept Overview p. 2.
See n: 95.

2 May 1996 City Employees’ Retirement System Concept Overview p. 4.
See n. 95.

2 May 1996 MP-1 Power Point presentation documents attached to 2 May
1996 SDCERS Board of Trustees’ Minutes of Meeting.

7 May 1996 Cathy Lexin to Larry Grissom subject: “Retirement
Questions.”

On 15 May 1996, Ms. Lexin informed Ms. Smith that the estimated
difference between PUC actuarial rates and agreed-to rates in the May 2
proposal for FY97 and FY98 was $15.7million and that the general fund
portion would be approximately “$10.8 million.” 15 May 1996 letter from
Ms. Lexin to Ms. Ann Smith.

14 May 1996 San Diego City Council Closed Session Minutes p. 2.

15 May 1996 Jack McGrory memorandum to Honorable Mayor and City
Manager.

15 May 1996 SDCERS Retirement Board of Administration Minutes
pp. 13-14.

15 May 1996 SDCERS Retirement Board of Administration Minutes
pp. 13-14. Seen. 103.

17 May 1996 Letter from Ann Smith to Cathy Lexin re: MEA’s Proposal
for Resolution of Retirement System Issues and Contract Extension
Covering FY98.

17 May 1996 Letter from Ann Smith to Cathy Lexin re: MEA’s Proposal
for Resolution of Retirement System Issues and Contract Extension
Covering FY98. Seen. 105.

Cal. Const. Art. XVI, § 17(a). Seen. 1.

17 May 1996 Letter from Ann Smith to Cathy Lexin re: “MEA’s Proposal
for Resolution of Retirement System Issues and Contract Extension
Covering FY98.” Seen. 105.



Troy Dahlberg

-33- August 5, 2005

Audit Committee of the City

of San Diego

109.

110.

115.

116.

117.

118.

17 May 1996 Letter from Ann Smith to Cathy Lexin re: MEA’s Proposal
for Resolution of Retirement System Issues and Contract Extension

Covering FY98” p. 3. Seen. 105.

25 May 1996 Letter from Rick Roeder to Larry Grissom.

28 May 1996 Closed Session Meet and Confer documents.

28 May 1996 Closed Session Meet and Confer documents. See n. 111.

28 May 1996 Closed Session Meet and Confer documents p. 2. See
n. 111.

28 May 1996 Closed Session Meet and Confer documents p. 2. See
n. 111.

28 May 1996 Closed Session Meet and Confer documents p. 3. See
n. 111.
3. See

28 May 1996 Closed Session Meet and Confer documents p.
n. 111. :

28 May 1996 San Diego City Council Closed Session Minutes p. 2.

29 May 1996 Letter from Cathy Lexin to Jeffrey Leavitt (with 28 May
1996 proposal attached) with a copy to Deputy City Attorney John
Kaheny.

4 June 1996 San Diego City Council Closed Session Minutes.

4 June 1996 Closed Session Agenda “City Employees Retirement System
June 4, 1996 Proposal.”

4 June 1996 Management Proposal with Fire Fighters Local 145 (signed 5
June 1996), the POA, AFSCME Local 127, and the MEA for the FY98

MOU Extensions.

4 June 1996 Closed Session Agenda “City Employees Retirement System
June 4, 1996 Proposal.” See n. 120.

6 June 1996 Memorandum from City Manager Jack McGrory to Mayor
and City Council re: Labor Negotiations FY 98 Tentative Agreements.
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124.

128.
129.

130.

131.

132.

4 June 1996 Closed Session Agenda “City Employees Retirement System
June 4, 1996 Proposal,” p. 5. See n. 120.

4 Tune 1996 Closed Session Agenda “City Employees Retirement System
June 4, 1996 Proposal” p. 3. Seen. 120.

4 June 1996 Closed Session Agenda “City Employees Retirement System
June 4, 1996 Proposal” p. 5. Seen. 120.

4 June 1996 Closed Session Agenda “City Employees Retirement System
June 4, 1996 Proposal” pp. 2-6. See n. 120.

7 June 1996 City Employees Retirement System Proposal p. 5.
11 June 1996 Minutes of the SDCERS Special Workshop meeting p. 1.

11 June 1996 Minutes of the SDCERS Special Workshop meeting p. 1.
Seen. 129.

11 June 1996 Minutes of the SDCERS Special Workshop meeting p. 2.
Seen. 129.

11 June 1996 Minutes of the SDCERS Special Workshop meeting p. 2.
Seen. 129.

11 June 1996 Minutes of the SDCERS Special Workshop meeting p. 4.
Seen. 129.

11 June 1996 Minutes of the SDCERS Special Workshop meeting p. 4.
Seen. 129.

11 June 1996 Minutes of the SDCERS Special Workshop meeting p. 4.
Seen. 129.

Cal. Const. Art. XV1, § 17(a). “The power of the board of administration
of a pension plan is subject to conditions discussed herein.” Seen. 1.

Cal. Const. Art. XVI, § 17(a). Seen. 1.
Cal. Const. Art. XVI, § 17(a)(b). Seen. 1.

Cal. Const. Art. XVI, § 17(b). (Emphasis added.) Seen. 141.
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141.

142.

143.

144.

145.

146.

147.

148.

149.
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11 June 1996 Minutes of the SDCERS Special Workshop meeting p. 12.
See n. 129.

11 June 1996 Minutes SDCERS board of trustees Special Workshop p. 12.

Seen. 129.

San Diego Charter § 143. (“City shall contribute annually an amount
substantially equal to that required of the employees for normal retirement
allowances, as certified by the actuary.”). See Cal. Const. Art. XVI,

§ 17(a); see also Employee Retirement Income Security Act (ERISA)

§ 404(a)(1), requiring fiduciaries to act solely in the interest of plan
participants and beneficiaries. See n. 8.

In 2002 when the trigger was hit, the sunset provisions should have kicked
in, and the benefits created under MP-1 should have been set aside. This
result did not occur. During the 11 June 1996 workshop, Mr. Grissom
stated that the sunset provision “is applicable to the entire proposal.”

11 June 1996 Minutes of the SDCERS Retirement Board Special Work

Shop meeting. Seen. 129.

11 June 1996 Minutes SDCERS board of trustees Special Workshop p. 12-
15. Seen. 129.

See generally June 2005 letter from the City of San Diego Audit
Committee relating to Mr. Roeder; When Is Employer, Labor Union,
Affiliated Entity or Person or Pension or Welfare Plan ‘Fiduciary’ within
meaning of $3(21)(4)(i) or (iii) or Employee Retirement Income Security
Act of 1974 178 A.L.R. Fed. 129 (2005). Seen. 72.

11 June 1996 Minutes SDCERS board of trustees Special Workshop p. 15.
Seen. 129.

See Cal. Const. Art. XVI, § 17(c). (Emphasis added.) Seen. 1.

See 22 August 1995 letter from Morrison & Foerster to SDCERS
administrator Lawrence Grissom.

11 June 1996 Minutes SDCERS Board of Trustees Special Workshop
p. 18. Seen. 129.

11 June 1996 Minutes SDCERS Board of Trustees Special Workshop
pp. 19-20. Seen. 129.
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154.

155.

156.

157.

158.

See Board of Administration v. Wilson, 52 Cal. App. 4th 1109 (1997); see
Addendum of Cases.

11 June 1996 Minutes SDCERS Special Workshop p. 10. Seen. 129.

Although the gap between the actual costs of the new benefits created by
MP-1 and those estimated by actuary Roeder will have to be determined
by a new independent actuary, the amount will be multiple millions of
dollars.

11 June 1996 Minutes SDCERS board of trustees Special Workshop pp.
22-23. See fn. 129.

11 June 1996 Minutes SDCERS board of trustees Special Workshop p. 23.
See n. 129.

19 June 1996 memorandum form Larry Grissom to Cathy Lexin re: San
Diego City Employees’ Retirement System Issue No. 3 Employer
Contribution Rates.

Undated check list compiled on or after 13 June 1996, and before 21 June
1996, relating to MP-1; secured from the files of City labor negotiator
Mike McGee. Seen. 157.

Undated check list dated on or after 13 June 1996, and before 21 June
1996, relating to MP-1; secured from the files of City Labor negotiator

Mike McGee.
21 June 1996 letter from Dwight A. Hamilton to Lawrence B. Grisson.

21 June 1996 letter from Dwight A. Hamilton to Lawrence B. Grissom
p.3. Seen. 159.

21 June 1996 letter from Dwight A. Hamilton to Lawrence B. Grissom
p. 3. Seen. 159.

21 June 1996 memorandum from Terri Webster to city mgr.CTL.

21 June 1996 memorandum from Terri Webster to city mgr.CT. See
n. 162.

21 June 2002 minutes of SDCERS Board meetings p. 16.

21 June 2002 minutes of SDCERS Board meetings p. 16. See n. 164.
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167.

168.

169.

170.

171.

172.

173.

174.

175.

176.

177.

178.

21 JTune 2002 minutes of SDCERS Board meetings pp. 119-20. See

n. 164.

19 September 1996 letter from Dwight A. Hamilton to Lawrence B.
Grissom p. 4.

25 June 1996 San Diego City Council closed session minutes p. 2.

21 June 1996 Memorandum “Closed Session Agenda Items for June 25,
1996.” The memorandum was signed by Deputy City Attorney John M.
Kaheny. .

28 June 1996 Memorandum from City Manager Jack McGrory to Mayor
and City Council re: “Retirement with four attachments.”

The Council and Mayor were provided with the 7 June 1996 MP-1
proposal at the 25 June 1996 closed session, where it was handed out to
those in attendance. 7 June 1996 City Employees Retirement System
Proposal, with handwritten note “Handed Out @ Closed Session 6/25/96.”

28 June 1996 Memorandum from City Manager Jack McGrory to Mayor
and City Council attachment “San Diego City Employee Retirement
System (SDCERS) Proposal.” See n. 170.

28 June 1996 Memorandum from City Manager Jack McGrory to Mayor
and City Council attachment, 21 June 1996 memorandum entitled
“Modifications to Retirement System Proposal Dated June 7, 1996.” See
n. 170.

21 June 1996 letter from Dwight Hamilton to SDCERS Administrator
Lawrence Grissom purporting to approve MP-1 p. 3. Seen. 159.

25 June 1996 Continued Item request form related to Item 208.

See 25 June 1996 Closed Session minutes of the San Diego City Council.
See n. 168; 2 July 1996 Closed Session Agenda, and the 27 June 1996
Closed Session memorandum regarding the Closed Session Agenda Items

for July 2, 1996.
2 July 1996 San Diego City Council Meeting Minutes pp. 1, 21-22.

23 July 1996 Memorandum from Cathy Lexin to Lawrence Grissom
regarding the approval of the final version of MP-1; see fn. 2.
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179.

185.
186.
187.

188.

189.

190.

191.

192.

193.

194.

195.

196.

31 July 1996 memorandum from Lawrence Grissom to Business
Procedures Committee p. 2.

31 July 1996 memorandum from Lawrence Grissom to Business
Procedures Committee p. 2. Seen. 179.

16 September 2004 Report pp. 52-53. See City of San Diego Website.
16 September 2004 Report pp. 53-54. See City of San Diego Website.
16 September 2004 Report p. 54. See City of San Diego Website.
16 September 2004 Report p. 54. See City of San Diego Website.
16 September 2004 Report p. 54. See City of San Diego Website.
16 September 2004 Report p. 54. See City of San Diego Website.
16 September 2004 Report pp. 54-55. See City of San Diego Website.

10 October 1996 memorandum from Jack McGrory to Mayor and City
Council regarding Legal Opinionfrom CERS Fiduciary Counsel.

20 December 1996 SDCERS Board Minutes pp. 11-12.

19 December 1996 Memorandum from Jack McGrory to Keith Enerson at
the SDCERS Retirement Board.

19 December 1996 memorandum from Jack McGrory to Keith Enerson at
the SDCERS Retirement Board. See n. 190. '

19 December 1996 memorandum from Jack McGrory to Keith Enerson at
the SDCERS Retirement Board. Seen. 190.

SDCERS Bulletin “BENEFITS ELECTION” April 1997.

See San Diego City Attorney Interim Report II; see San Diego City
Attorney Website.

MP-1 was implemented in a series of City Council meetings during
March 1997.

See San Diego City Attorney Interim Report II. See City Attorney’s
V\’ebsite, and 2004 SDCERS Actuarial Valuation. See also n. 91.
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197.

198.

199.

200.

203,

204.

11 October 1996 letter from City Manager Jack McGrory to John Gibson,
Director Reports and Analysis Division, Federal Election Commission
(“City of San Diego Expenditures” attachment).

28 May 1996 Closed Session Meet and Confer documents, p. 2. See
n. 111

San Diego City Charter § 99. See n. 3; California State Constitution

Art. XVI § 18, and n. 1. This part of the report presents a legal analysis
that shows MP-1 is void. The San Diego City Attorney’s Interim Report 3
analyzed other provisions of law that require MP-1 to be set aside. The
analysis here also would apply to MP-2, the add-on contract created by the
pension board and City Council in 2002. The legal basis for setting aside
MP-1 offered in the City Attorney’s Interim reports does not exhaust all
options that the City has for setting aside MP-1 and MP-2.

The liability limit clause in the California State Constitution Article IT § 18
discussed in the San Diego City Attorney Opinion was moved to Article
XVI § 18. City Attorney City of San Diego Opinion (18 March 1968)

City Charter § 99-Continuing Contracts p. 2. :

See Minutes of 11 June 1996 SDCERS board workshop. N. 129;21
June 1996 minutes of 21 June 1996 SDCERS board; 20 December 1996
SDCERS board, n. 189; 31 July 1996 memorandum from pension fund
administrator Lawrence Grissom. N. 179.

Argument For Proposition A Signed by San Diego City Attorney Ed
Butler. Proposition A was adopted by the voters at the 1968 Primary
Election.

Article XVI § 18 (a) of the California State Constitution. See n. 1.

Webster’s Third International Dictionary.

As shown above such reports were supported by documentary evidence complied by this
office. Ihave previously provided to you a copy of each of these reports, and have transmitted
with this letter a disc containing each of said reports, again, together with all attachments and
supporting documentation, as you requested.

The information contained in the reports was compiled and analyzed under evidentiary
trial standards. This method involves a review and analysis of documents existing
contemporaneous with the facts at issue. You should note that the reports contain the ample use
of documents and emails which overwhelmingly show knowledge, awareness and intent of the
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actors. Under AU Section 326 the touchstone of competent evidence is “its objectivity, its
timeliness, and the existence of other evidential matter corroborating the conclusion to which it

leads all bear on its competence.”

In each instance, the assertions of illegality contained in the several City Attorney reports
are backed by contemporaneous documents and records. Under AU Section 326 “evidential
matter supporting the financial statements consist of the underlying accounting data and al/
corroborating information available to the auditor.” (AU Section 326, paragraph .15)
“Corroborating evidential matter includes both written and electronic information such as . ..
minutes of meetings, confirmations and other written representations by knowledgeable people .
and other information . . . available to, the auditor which permits him or her to reach
conclusions through valid reasoning.” (AU Section 326, paragraph .17) The assertions of
illegality in each of the reports are substantially documented and corroborated.

Further in compiling these reports this office conformed its investigations to AU
Section 317 (AICPA Professional Standards) and AICPA Practice Alert 2004-01. And I note
specifically that Interim Reports 1 through 3 were prepared in accordance with the accounting
practice bulletin referenced in the October 29, 2004 letter from KPMG to the City.

With that said, the reports of the City Attorney show and document that there is
substantial evidence consistent with findings, among other things, that:

1. Tn 1996 and 1997, City and pension officials violated their fiduciary duties owed
to the City of San Diego and the San Diego City Employees’ Retirement System
‘1 connection with the creation of a pension benefit and funding contract known
as Manager’s Proposal 1 (MP-1).

Such officials engaged in fraudulent and deceptive acts and practices 1n
connection with the creation of hundreds of million of dollars of pension benefits

related to MP-1.

o)

In violation of Government Code Section 1090, these officials held prohibited
contractual interests in the pension benefits that they voted to create.

2

4. Such officials, by offering to exchange and exchanging a thing of value with the
pension board, these officials created, in MP-1, an illegal and unenforceable

contract.

3. In creating pension benefits without paying for them, the City and pension
officials violated the City Charter and the State Constitution. i

In addition to copies of the Interim Reports, I am also transmitting a disc containing
filings or notices filed by the City pursuant to continuing disclosure agreements entered into
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with underwriters for certain of the City’s bond offerings to permit such underwriters to comply

with rules or regulations of the Securities and Exchange Commission.

Should the Audit Committee need any other information from this office, please feel free
to contact me. Ilook forward to seeing you on the 9™ of August.

Sincerely yours,

ho.L /\\/{/’

MICHAEL J. AGUIRRE, City Attorney

MDB:pev
Attachments
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CITY IS SUBSTANTIALLY COMPLETE. WE BELIEVE THIS IS AN
OPPORTUNE TIME TO RECOMMEND TO THE CITY AS BEING IN THE
CITY’S BEST INTEREST THAT IT SELECT NEW COUNSEL TO
REPRESENT THE CITY BEFORE THE SEC. WE WOULD BE GLAD TO
ASSIST THE CITY IN IDENTIFYING SUCH COUNSEL. WE ARE ALSO
GLAD TO CONTINUE QUR SEC REPRESENTATION UNTIL NEW
COUNSEL IS SELECTED AND TO PROVIDE FOR SMOOTH
TRANSITION. WE ARE HONORED TO HAVE SERVED THE CITY IN
THESE MOST IMPORTANT MATTERS AND THANK YOU FOR
ALLOWING US THAT PRIVILEGE.

ATKINS:
THANK YOU, MR. MACO. MR. EWELL, DO YOU WANT TO
INTRODUCE THE NEXT SPEAKER?

EWELL:

YES, YOU'RE HONOR. MEMBERS OF THE COUNCIL. I WILL LIKE TO
INTRODUCE YOUR AUDIT COMMITTEE AND I THINK MR. LEVITT IS
GOING TO FIRST ADDRESS YOU, IF IM NOT MISTAKEN.

LEVITT:

MADAM MAYOR, MEMBERS OF THE CITY COUNCIL, THANK YOU
FOR GIVING ME THIS OPPORTUNITY TO APPEAR BEFORE YOU AND
REPORT ON OUR COMMITTEES PROGRESS. WE COME TOGETHER
THIS AFTERNOON UNDER EXCEEDINGLY DIFFICULT AND TRYING
CIRCUMSTANCES. FROM THE RECENT DOWNGRADING OF THE
RATING OF THE CITY’S BONDS TO THE ONGOING INVESTIGATIONS
OF VARIOUS CITY OFFICIALS. THE FISCAL AND POLITICAL CRISIS
FACING SAN DIEGO HAS ONLY DEEPENED. AMERICA’S FINEST CITY
HAS BEEN TARNISHED BEYOND ALMOST ALL RECOGNITION.
REALIZING THE EXTENT OF THE PROBLEMS FACING SAN DIEGO
AND THE NECESSITY FOR INDEPENDENT ASSESSMENT OF ITS
FINANCES, THE CITY’S OUTSIDE AUDITORS KPMG SUGGESTED
THAT THIS BODY ESTABLISH AN INDEPENDENT AUDIT COMMITTEE
IN THE MODEL OF THOSE REQUIRED BY PUBLIC COMPANIES
UNDER THE SARBANES OXLEY ACT. IN ESTABLISHING THE AUDIT
COMMITTEE, THE CITY COUNCIL WISELY RECOGNIZED THE
IMPORTANT ROLE THAT QUALIFIED, COMMITTED, INDEPENDENT
AND TOUGH MINDED AUDIT COMMITTEES PLAY AS GUARDIANS
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OF THE PUBLIC INTEREST. YOU MADE OUR MISSION CRYSTAL
CLEAR. TO ACT AS A FREESTANDING COMMITTEE, SEPARATE AND
APART FROM THE BODY POLITIC, TO REVIEW THE INVESTIGATIVE
ACTIVITY UNDERWAY, TO TAKE THE STEPS NECESSARY TO
CORRECT THE CITY’S FINANCIAL DISCLOSURES AND PROVIDE A
REMEDIATION PLAN TO PREVENT THE DEFICIENCIES FROM
RECURRING. AND TO OTHERWISE SATISFY THE CITY’S AUDITORS.
SO SAN DIEGO MAY THEN ISSUE CREDIBLE AND TRANSPARENT
FINANCIAL STATEMENTS. THIS PAST WEEK, THE SEC CONFIRMED
THE WISDOM OF THIS APPROACH AND REGAINING ACCESS TO THE
SOURCES OF PUBLIC SOURCES NEEDED TO RESTORE THE CITY’S
FINANCIAL VIABILITY AND THE VIABILITY IN PARTICULAR OF ITS
PENSION SYSTEM. YET, IN THE MONTHS SINCE THESE
DEVELOPMENTS, WE ARE AT A LOG JAM, BATTLES OVER
POLITICAL TURF, OVERWHELM THE PUBLIC INTEREST. OPENNESS
IN THE PURSUIT OF A CREDIBLE, EFFECTIVE INVESTIGATION IS
BEING FRUSTRATED AND UNDERMINED BY LEGAL
MANEUVERINGS AND POLITICAL SHOW MAN SHIP. SOME MAY SAY
THAT THE ISSUES FACING SAN DIEGO ARE TOO COMPLEX SIMPLY
TO BE PAINTED AS A CHOICE BETWEEN RIGHT AND WRONG. MY
COLLEAGUES AND I ON THE AUDIT COMMITTEE DISAGREE WITH
THAT JUDGMENT. THE CHOICE COULDN'T BE CLEARER. BEFORE
YOU TODAY IS THE CHOICE EITHER TO REJECT THE POLITICS, THE
PERSONAL AVARICE AND MISGUIDED POLICIES THAT HAVE PUT
SAN DIEGO IN THE POSITION IT FINDS ITSELF IN. OR TO EXCUSE
THEM, GRANT THEM A PASS TO CAUSE FURTHER DISARRAY,
DIVISION, AND DISTRUST. IT IS A CHOICE BETWEEN PERSONAL
GRUDGES AND THE COMMUNITY’S WELLBEING. BETWEEN
ARGUING ABOUT THE PAST AND FINDING SOLUTIONS FOR THE
FUTURE. BETWEEN THE CYNICISM, SKEPTICISM, AND HOPE. MY
TESTIMONY TODAY I WILL REVIEW HOW WE ARRIVED AT THIS
CHOICE. THE WORK THE AUDIT COMMITTEE HAS DONE, THE
ROADBLOCKS WE HAVE ENCOUNTERED AND HOW ALL OF YOU
CAN HELP US OVERCOME THEM. OVER THE PAST FIVE MONTHS
SINCE YOU ESTABLISHED AN INDEPENDENT AUDIT COMMITTEE,
WE HAVE MADE SOME SIGNIFICANT PROGRESS. FIRST WE HAVE
ENGAGED IN EXTENSIVE DIALOGUE WITH THE CITY’S
INVESTIGATORS AND VINSON AND ELKINS AND EVALUATED THE
EXTENT OF ADDITIONAL WORK NECESSARY SO THAT THE
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INVESTIGATION MAY BE BROUGHT TO A CONCLUSION. SECOND,
WE HAVE MET WITH THE CITY’S QUTSIDE AUDITORS OF KPMG,
DISCUSSED WITH THEM AT GREAT LENGTH THE INVESTIGATIVE
MATERIAL AND ARE IN THE PROCESS OF IMPLEMENTING AN
AGREED UPON PLAN WHICH, AT ITS CONCLUSION, WOULD ALLOW
KPMG TO ISSUE AN AUDIT REPORT ON THE CITY’S FINANCIAL
STATEMENTS. THIRD, WE HAVE BEGUN THE WORK ON
REMEDIATION EFFORTS, INCLUDING THE REMOVAL OF THE CITY
RETIREMENT SYSTEMS ACTUARY AND WORKING WITH A NEW
CITY AUDITOR AND CONTROLLER WHO IS APPROPRIATELY
IMPROVING INTERNAL CONTROLS. FOURTH, WE HAVE ORGANIZED
AND ARE OVERSEEING THE PRODUCTION OF DOCUMENTS AT
BOTH THE U.S. ATTORNEY AND SEC SUBPOENA MORE THAN A
YEAR AGO. FIFTH, OVER THE COURSE OF OUR WORK THESE LAST
FIVE MONTHS, WE HAVE HAD SEVERAL DISCUSSIONS AND
MEETINGS WITH THE INDEPENDENT AUDITORS WHO SUPPORT OUR
APPROACH AND OUR EFFORTS. FINALLY, WE HAVE UPDATED AND
WILL CONTINUE TO UPDATE THE COUNCIL ON THE PROGRESS OF
OUR WORK PLAN. AS WE PROCEED THROUGH SEGMENTS

OF OUR PLAN, WE WILL ALSO ISSUE REGULARLY WRITTEN
REPORTS TO THE COUNCIL, APPRISING YOU OF OUR PROGRESS
AND ALERTING YOU TO ANY IMPEDIMENTS TO THAT PROGRESS
THAT WE MAY BE ENCOUNTERING. PART OF THE AUDIT
COMMITTEES INVESTIGATION 1S REMEDIATION OF THE CAUSES OF
THE DEFICIENCIES THAT ARE FOUND TO EXIST. IN DOING SO, THE
AUDIT COMMITTEE HAS MET WITH CITY OFFICIALS, LEADERS IN
THE BUSINESS COMMUNITY AND LABOR WHO SUPPORT WHOSE
C(SMMITMENT, WHOSE COOPERATION ARE ESSENTIAL TO
EVENTUALLY RESOLVING THE PENSION AND OTHER LONG TERM
ISSUES THAT THREATEN THE COMMUNITY. INDEED FROM THE
OUTSET OF THIS PROJECT, WE HAVE BEEN CLEAR THAT WE
CANNOT COMPLETE THE TASK AT HAND WITHOUT THE ACTIVE
SUPPORT AND COOPERATION OF KEY MEMBERS OF THE SAN
DIEGO COMMUNITY. WE APPROACHED OUR MISSION KNOWING
THAT WE COULD ONLY SUCCEED IF THE LEADERS OF THIS
COMMUNITY WANTED US TO SUCCEED. UNFORTUNATELY, TIME
AND TIME AGAIN, KEY FIGURES IN THE LEADERSHIP OF SAN DIEGO
HAVE FRUSTRATED, IMPEDED AND EVEN THWARTED OUR EFFORT.
IN JUST FIVE MONTHS OF WORK, WE HAVE ENCOUNTERED A



Council Meeting of August 9t 2005: ltem 330

REFUSAL BY THE PENSION BOARD TO MAKE AVAILABLE TO THE
U.S. ATTORNEY, THE SEC OR THE AUDIT COMMITTEE DOCUMENTS
CRITICAL TO ASCERTAINMENT OF THE TRUTH AND CRITICAL TO
THE COMPLETION OF AN INVESTIGATION SATISFACTORY BOTH TO
US AND THE AUDITOR. WE HAVE ENCOUNTERED AN
UNRELENTING DRUM BEAT OF ALMOST NONSTOP PUBLIC
ACCUSATIONS BY THE CITY ATTORNEYS OFFICE, WHICH HAS
ONLY SERVED TO CAUSE DIVISION, UNCERTAINTY, AND
OBSTACLES TO PROGRESS. WE HAVE ENCOUNTERED THE
DISTRACTION OF LITIGATION, OSTENSIBLY BEGUN ON BEHALF OF
THE CITY, WHICH IS HAS RESULTED IN INCREASED ACRIMONY
AND DELAY, IS NOW THE JUDICIARY MUST SPEND MONTHS OR
YEARS WORKING THROUGH THE COUNTLESS CHARGES AND
COUNTER CHARGES. THIS IN TURN HAS CREATED RELUCTANCE ON
THOSE BEING SUED TO COOPERATE WITH THE AUDIT COMMITTEE
AND ITS INVESTIGATIVE EFFORTS. WE HAVE ENCOUNTERED
PUBLIC PLEDGES OF COOPERATION, BY THE CITY ATTORNEY WHO
BEHIND THE SCENES HAS, IN FACT, FAILED TO FULFILL THOSE
PLEDGES AND WHO TO THIS DAY HAS STILL NOT MADE
AVAILABLE RELATED INVESTIGATIVE MATERIAL CRUCIAL TO
OUR EFFORTS THAT WE REQUESTED MONTHS AGO. WE HAVE
ENCOUNTERED QUESTIONS EVEN AMONG SOME OF THE MEMBERS
OF THE CITY COUNCIL ITSELF AS TO WHETHER THE AUDIT
COMMITTEE THAT IT FORMED SHOULD BE PERMITTED TO
COMPLETE ITS TASK. THE AUDIT COMMITTEE IS GRAPPLING WITH
AN EXTRAORDINARILY COMPLEX SITUATION. COMBING THROUGH
HUNDREDS OF THOUSANDS OF RECORDS, SCORES OF
ALLEGATIONS OF POSSIBLE VIOLATION OF CRIMINAL AND CIVIL
LAW. WE HAVE A TEAM OF 15 LAWYERS AND ACCOUNTANTS
WORKING LONG DAYS, LONG WEEKS TRYING EFFICIENTLY TO

" UNCOVER THE FACTS AND PREPARE A REPORT. THE HOSTILE
ENVIRONMENT WE ARE OPERATING IN ONLY ADDS TO THE TIME
AND IN TURN THE COSTS OF OUR REVIEW. BUT MORE THAN THAT,
THIS CONTENTIOUSNESS ALSO FLIES IN THE FACE OF TWO CALLS
BY THE SEC STAFF FOR THE LEADERSHIP OF THIS CITY TO
COOPERATE. IGNORING THESE CALLS WILL ONLY ADD TO THE
COSTS INCURRED BY THE PEOPLE OF SAN DIEGO. NOT JUST IN
TERMS OF REPUTATION LOST, POTENTIALLY IN THE SIZE OF THE
SANCTIONS HANDED OUT BY VARIOUS LAW ENFORCEMENT
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AGENCIES. LET ME BE CRYSTAL CLEAR. THERE IS NO WAY SAN
DIEGO CAN GET THE FUNDS IT NEEDS FROM PUBLIC CAPITAL
MARKETS WITHOUT AN ADEQUATE AUDIT REPORT. THERE IS NO
WAY TO GET SUCH A REPORT WITHOUT A THOROUGH
INVESTIGATION BY A BODY UNENCUMBERED, UNTAINTED, AND
UNABASHEDLY INDEPENDENT FROM THOSE INVOLVED IN THE
SITUATION. OF COURSE, SOME HAVE SUGGESTED DISBAND THE
AUDIT COMMITTEE, FIRE KPMG, SEEK AN AUDITOR WHO WOULD
BE LESS RIGOROUS IN ITS REQUIREMENTS. WITHOUT GETTING
INTO THE WRATH THAT MAY BE EXPECTED FROM REGULATORY
OFFICIALS, IN RESPONSE TO SUCH AN IRRESPONSIBLE APPROACH
IT IS INCONCEIVABLE TO ME THAT ANY REPUTABLE AUDITOR
WOULD SIMPLY TURN A BLIND EYE TO THE LEGAL AND FACTUAL
ISSUES THAT MUST BE INVESTIGATED AND RESOLVED BEFORE AN
AUDIT REPORT MAY BE ISSUED. OTHERS HAVE ARGUED, ALMOST
NAIVELY, THAT THE BANKRUPTCY OF THIS CITY IS A VIABLE
ALTERNATIVE. YET, IT IS FAR FROM CLEAR THAT THE CITY
WOULD EVEN QUALIFY FOR A BANKRUPTCY. BEYOND THAT, EVEN
WITH BANKRUPTCY, EVEN WITH BANKRUPTCY THE CITY WOULD
STILL NEED-TO GET AN AUDIT REPORT. EVEN WITH BANKRUPTCY, -
THE CITY WOULD STILL NEED A THOROUGH INDEPENDENT
INVESTIGATION. EVEN WITH BANKRUPTCY, THE CITY WOULD
STILL NEED WAIVER OF THE ATTORNEY CLIENT PRIVILEGES BY
THE PENSION BOARD. A BANKRUPTCY FILING WOULD DO
NOTHING TO RESOLVE THE CITY’S PRESENT DIFFICULTIES. IT
WOULD ONLY ADD NEW LAYERS OF COST AND DELAY AS ALL
MEANINGFUL ACTIVITY WOULD HAVE TO BE ARGUED ABOUT BY
LAWYERS, SUBJECT TO THE SCRUTINY OF VARIOUS COMMITTEES,
ALL CONVENED AT CITY EXPENSE AND THEN SEPARATELY
APPROVED BY THE BANKRUPTCY COURT. RESPONSIBLE OFFICIALS
COULD EVEN RAISE THE POSSIBILITY OF BANKRUPTCY SPEAKS TO
THE TRAGIC CIRCUMSTANCES OF THE CURRENT SITUATION. SAN
DIEGO’S PROBLEMS ARE AT THEIR ROOT POLITICAL PROBLEMS,
NOT ECONOMIC ONES. THIS IS A CITY WITH ABSOLUTELY
EXTRAORDINARY ASSETS, MAGNIFICENT NATURAL BEAUTY AND
RESOURCES, A FIRST RATE CULTURAL ENVIRONMENT, A
COMMITTED PUBLICITY CITIZENRY, A HARD WORKING POPULOUS
AND AND AN EXTREME STREAMLINE ROBUST ECONOMIC BASE.

HOW TRAGIC IT IS THAT INFIGHTING, INTEMPERATE POLITICAL
10
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DIATRIBE, PREMATURE PUBLIC CHARGES HAVE SO DRIVEN US
UNDER THE MEMBERS OF THIS MAGNIFICENT COMMUNITY WITH
NO OTHER NAVIGABLE PATH OUT OF THIS FISCAL CRISIS. I COME
TODAY TO ASK YOU, THE MEMBERS OF THE CITY COUNCIL, FOR
YOUR UNQUALIFIED SUPPORT. I CAN SAY IT IN NO OTHER WAY
BUT THAT THE AUDIT COMMITTEE YOU ESTABLISHED CANNOT
GUARANTEE ITS INDEPENDENCE WITHOUT YOUR SOLID BACKING.
WE CANNOT FULFILL OUR MISSION WITHOUT A VOTE OF
CONFIDENCE. TODAY YOU'VE GOT A CHOICE. YOU CAN DECIDE TO
GIVE THE AUDIT COMMITTEE THE SUPPORT IT NEEDS TO
COMPLETE ITS WORK OR EFFECTIVELY DISBAND. IT IS AN
IMPORTANT DECISION. MAYBE ONE OF THE MOST IMPORTANT
YOU’LL MAKE THIS TERM. AND AS YOU MAKE THIS DECISION, YOU
SHOULD DO SO WITH FULL KNOWLEDGE AND AWARENESS THAT A
DECISION TO DISBAND THE AUDIT COMMITTEE THROUGH LACK
OF ACTIVE SUPPORT AND NECESSARY FUNDING WILL ALL BUT
GUARANTEE THAT SAN DIEGO SINKS FURTHER INTO THE MORASS
OF FISCAL CHAOS. AS YOU CONSIDER THE COURSE TO TAKE,
ALLOW ME TO REITERATE THIS KEY POINT. THE INDEPENDENCE
OF THIS AUDIT COMMITTEE IS CRITICAL TO ITS WORK. AND THAT
CAN ONLY BE GUARANTEED BY YOUR SUPPORT. WE CANNOT, WE
WILL NOT CONTINUE THE AUDIT COMMITTEES WORK WITHOUT
YOUR BACKING. MEMBERS OF THE CITY COUNCIL, YOU ARE THE
CUSTODIANS OF THE FUTURE OF THIS CITY AND THE MILLIONS OF
PEOPLE WHO CALL IT HOME. YOU HAVE IT IN YOUR POWER TO
ADDRESS THE MISTAKES OF THE PAST AND GIVE THIS CITY A
" BRIGHTER FUTURE. TO SET A TONE OF COOPERATION, NOT
ACRIMONY... NEGOTIATION, NOT LITIGATION, DISCUSSION, NOT
DIATRIBE. IT IS NOT AN IMPOSSIBLE TASK. FROM MY HOMETOWN
IN NEW YORK IN THE 70’S, TO ORANGE COUNTY IN THE 90°S,
OTHER LOCALITIES HAVE FACED SIMILAR PROBLEMS AND THEY
HAVE OVERCOME THEM. AND I KNOW THAT SAN DIEGO CAN
OVERCOME THEM TOO. ALREADY WE HAVE BEEN HEARTENED BY
THE COOPERATION AND SHOW OF SUPPORT BY THE BUSINESS AND
LABOR COMMUNITIES AND BY MEMBERS OF THIS COUNCIL. IF
LEADERS FROM ACROSS SAN DIEGO SHOW THIS TYPE OF
PATIENCE AND COOPERATION, IF ALL PARTIES INVOLVED
QUICKLY PRODUCE THE DOCUMENTS THAT THIS COMMITTEE
NEEDS, THE AUDIT COMMITTEE CAN WRAP UP ITS WORK BY THE
11
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WRAP UP ITS WORK BY THE END OF THE YEAR, WE CAN BEGIN TO
PUT THIS CITY BACK ON THE PATH TOWARD FISCAL HEALTH. I
WOQOULD NOW LIKE TO CALL ON MY ASSOCIATE, MR. BENITO
ROMANO.

ROMANO:
DEPUTY MAYOR ATKINS, MEMBERS OF THE CITY COUNCIL, I
WOULD LIKE TO REVIEW BRIEFLY THE PROGRESS WE HAVE MADE
SINCE OUR LAST PROGRESS REPORT, AND THEN MAKE A FEW
OBSERVATIONS ABOUT WHERE I THINK WE ARE. SINCE OUR LAST
REPORT TO THE COUNCIL, WE HAVE IDENTIFIED FROM ALL SORTS
OF SOURCES APPROXIMATELY 140 ALLEGATIONS OF ILLEGAL
ACTS OR MISCONDUCT. AND AS TO EACH, WE ARE GOING TO BE
REQUIRED TO GAIN A COMPLETE UNDERSTANDING OF WHAT
THOSE ACTS ARE AND WHAT INVESTIGATIVE PROCEDURES HAVE
BEEN APPLIED TO THOSE ACTS BY EITHER MR. AGUIRRE OR MR.
MACO. WE ARE GOING TO HAVE TO EVALUATE THE
THOROUGHNESS AND ADEQUACY OF THE INVESTIGATIONS THAT
HAVE GONE ON UP TO NOW AND WE ARE GOING TO HAVE TO
 MAKE SUBSTANCE ASSESSMENT OF THE CONCLUSIONS THAT
HAVE BEEN DRAWN BY THE INVESTIGATIONS THAT HAVE GONE
ON SO FAR. EVEN TO THE EXTENT NECESSARY, WE ARE GOING TO
HAVE TO CONDUCT AN INVESTIGATION OF OUR OWN. THERE
HAVE BEEN TWO INVESTIGATIONS OF SOME OF THESE
ALLEGATIONS. ONE BY VINSON AND ELKINS AND ONE BY THE
CITY ATTORNEY. AND WE HAVE FIRST REORGANIZED AND
SYNTHESIZED THE MATERIAL FROM VINSON AND ELKINS SO THAT
WE COULD UNDERSTAND IT. THE 140 ALLEGATIONS HAVE BEEN
SYNTHESIZED INTO 17 STANTIVE SUBJECT AREAS. FOR EXAMPLE,
ALL ISSUES RELATED TO THE USE OF SURPLUS EARNINGS HAVE
BEEN LUMPED TOGETHER AND ALL THE RELEVANT MATERIAL
RELATED TO THAT ISSUE HAS BEEN GROUPED. AS TO EACH, WE
HAVE REQUESTED AND RECEIVED FROM VINSON AND ELKINS A
SUMMARY MEMORANDA AND RELATED KEY DOCUMENTS SO
THAT WE CAN UNDERSTAND THE CONCLUSIONS THAT THEY
REACHED AND EVALUATE THEM. VINSON AND ELKINS HAS
CONCLUDED ITS WORK. WE HAD HOPED FOR THE SAME LEVEL OF
COOPERATION FROM THE CITY ATTORNEY, BUT UNFORTUNATELY,
THAT HAS NOT HAPPENED. WE HAVE REQUESTED TWICE ACCESS
12
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KPMG:
I UNDERSTAND.

ATKINS:

AND I UNDERSTAND THAT MR. ROMANO MENTIONED THAT YOU
HAVE A MEETING WITH THE CITY ATTORNEYS OFFICE. SO IN
TERMS OF THE DOCUMENTS THAT YOU I MEAN, THE ANSWER YOU
GAVE WAS ONE- IT WAS LONG, AND IT WAS -YOU WILL MEET WITH
THE ATTORNEY AND COME TO A MEETING OF THE MINDS SO THAT
BY THE END OF THE NEXT MONTH, IF WE CONTINUE WORKING
TOGETHER, WE WILL GET SOMETHING A LITTLE MORE SPECIFIC
MAYBE ABOUT WHAT IT IS YOU NEED. I MEAN, WE CANT PUSH FOR
WHAT WE THINK SHOULD HAPPEN WITH OUR COLLEAGUE HERE,
UNLESS WE KNOW SPECIFICALLY WHAT IT IS, SO MY HOPE IS
WITHIN THE NEXT FEW OR WHENEVER YOU MEET YOU WILL
COME TO AN.. ‘

ROMANO:

1 CAN'T GUARANTEE THAT THERE WILL BE A MEETING OF THE
MINDS BUT WE WILL, I THINK WE UNDERSTAND WHAT WE NEED,
AND I THINK MR. AGUIRRE UNDERSTANDS WHAT WE NEED, AND
HE’S GRACIOUSLY OFFERED TO SIT DOWN WITH ME AND WALK
THROUGH, EITHER THAT SET OF DOCUMENTS OR SOME OTHER SET
OF DOCUMENTS SO THAT WE CAN THEN IDENTIFY WHAT MORE
WE NEED AND DETERMINE IF IT EXISTS.

ATKINS:

THANK YOU. AND IN TERMS OF ONE OF THE COMMENTS, MR.
LEVITT IF YOU WOULD BE THE ONE TO ASK. HELP US
UNDERSTAND VERY BRIEFLY THE PERSPECTIVE OF THE SEC IN
TERMS OF A COMMENT MADE BY EITHER ONE OF THE SPEAKERS
OR MR. AGUIRRE, I CAN’T REMEMBER. AND WHOEVER HAS A
PHONE GOING COULD YOU- THANK YOU I APPRECIATE IT. WHY
CAN’T WE WAIT UNTIL THE CONCLUSION OF THE SEC
INVESTIGATION, HELP US UNDERSTAND THE SEC PERSPECTIVE ON
WHY THE PATH WE ARE ON WHICH THEY SEEM TO HAVE
INDICATED TO US THAT IT IS THE RIGHT PATH, WHY WOULDN'T

WE WAIT TILL THE CONCLUSION OF THEIR INVESTIGATION?
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LEVITT:

IT IS ENTIRELY CONCEIVABLE THAT THE SEC WILL NOT

COMPLETE THEIR WORK FOR A NUMBER OF YEARS. AND THAT
OUR PROCESS WILL EXPEDITE WHATEVER ACTION THEY WILL OR .
WILL NOT TAKE.

ATKINS:
IS THAT THE PERSPECTIVE OF THE SEC I MEAN, HAVING CHAIRED
THE SEC.

LEVITT:
IT VARIES ACCORDING TO THE ISSUE. I DON’T KNOW ENOUGH
ABOUT WHAT THEY BELIEVE IS INVOLVED IN THIS ISSUE. BUT
CLEARLY THEY ARE DEPENDING UPON US AS AN OUTSIDE AUDIT
COMMITTEE TO HELP THEM REACH THEIR CONCLUSIONS AND GET
ON WITH THEIR WORK. '

ATKINS:

THANK YOU. I THINK IN-TERMS OF SEEING SOME OF THE INVOICES,
1 HAVE TO ADMIT IT CERTAINLY IS PAINFUL FOR SOME OF US WHO
DON’T OPERATE IN THE WORLD OF THE CORPORATE WORLD AND
ATTORNEYS 6:40:04 AND CPAS. I MEAN, WE ARE PUBLIC SERVANTS.
WE ARE NOT USED TO SUCH STATEMENTS IN TERMS WHAT WE DO,
BUT I UNDERSTAND IT IS RELEVANT TO GETTING THE WORK DONE
THAT WE NEED TO GET DONE. AND I WISH IT WERE OTHERWISE.
AND I WISH WE DIDNT HAVE TO SPEND THE AMOUNT OF MONEY
WE ARE SPENDING, BUT I THINK WE ARE GOING TO SPEND LESS AS
MR. MADAFFER SAID, TO GET THROUGH THIS THAN TO START ALL
OVER.I WOULD FINALLY SAY BEFORE I MAKE A FEW
CONCLUDING COMMENTS, A QUESTION OR TWO BRIEFLY, AND
THEN THE MANAGER TO FINISH UP TO GO ON TO THE NEXT ITEM.
IT WAS MY UNDERSTANDING WHEN WE STARTED WITH V&E THAT
THE ORIGINAL IT SORT OF MORPHED INTO QUITE A FEW THINGS
THAT WAS ORIGINAL INTENTION OF IN TERMS OF WHEN THE
PREVIOUS CITY ATTORNEY CONTRACTED AND BROUGHT V&E ON
BOARD. AND THE SCOPE CHANGED OVER TIME. SO JUST TO TRY
TO- FROM MY OWN MEMORY, WE SORT OF EXPANDED OVER TIME

THE NATURE OF THE WORK. IT STARTED WITH ONE ATTORNEY,
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CONTINUED WITH THE MANAGER OF THE COUNCIL. IT GOT MORE
EXPANSIVE BECAUSE OF THE REPORTS AND THE EXTENDED
SCOPE. I WOULD SAY, HAVING BEEN A PERSON TO HEAR FROM
THE SEC, THAT I THINK WE MUST STAY ON THIS PATH. IT IS
CRITICAL FOR OUR CITY TO GET OUR AUDITS DONE, WHICH WILL
TELL US MORE INFORMATION THAT THEY ARE GOING TO HAVE TO
DEAL WITH TO MOVE FORWARD AND ACTUALLY IMPLEMENT
SOME OF THE MITIGATION RECOMMENDED BY OUR AUDIT
COMMITTEE, THE MITIGATION RECOMMENDED BY OUR AUDITOR,
OUR DISCLOSURE WORKING GROUP, YOU KNOW IT ALL HAS TO
COME TOGETHER, AND IT IS COMPLICATED. IT IS COMPLEX AND
THERE ARE MANY MOVING PARTS. ALL DEPENDENT UPON EACH
OTHER. WE HAVE HEARD A LOT ABOUT THE WAIVER, BUT THAT IS
NOT THE ONLY THING WE HAVE TO DEAL WITH AS WE MOVE
FORWARD. SO I APPRECIATE THE WORK OF OUR CONSULTANTS.
GODSPEED AND LETS TRY TO STAY FOCUSED ON THE END
BECAUSE WE CERTAINLY HAVE A LOT RIDING ON IT AND WITH
THAT, I WILL ASK MR. AGUIRRE IF YOU CAN JUST VERY BRIEFLY.

AGUIRRE:

MR. MACO, WOULD YOU MIND COMING BACK UP FOR A MOMENT
IF YOU WOULDN'T MIND. MR. MACO, ISIT CORRECT THAT YOU DID
CAUSE CERTAIN HARD DRIVES TO BE COPIED COMPUTER HARD
DRIVES OR IMAGED AS YOU SAY?

MACO:
THE CITY ENTERED INTO CONTRACTS WITH NTA BRAKE WATER
TO IMAGE 28 HARD DRIVES OF CITY EMPLOYEES.

AGUIRRE:

A"LL RIGHT. DID YOU INCLUDE WITHIN THE 28 HARD DRIVES THAT
YOU IMAGED THE HARD DRIVES THAT BELONGED TO THE MAYOR,
MAYOR MURPHY AND THE MEMBERS OF THE CITY COUNCIL.

MACO:

THE SELECTION OF THE HARD DRIVES THAT WAS ULTIMATELY
IMAGED BY NTI BRAKE WATER WAS PART OF THE WORK PLANS
IDENTIFIED BY THE CITY AND ITS CONSULTANT.
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AGUIRRE:
BUT DID THAT INCLUDE THE HARD DRIVES OF THE MAYOR AND
THE MEMBERS OF THE CITY COUNCIL

MACO:
THEY DID NOT.

AGUIRRE:
THEY DID NOT, IS THAT CORRECT ?

MACO:
CORRECT, THEY DID NOT.

AGUIRRE: ,
MR. LEVITT, IF YOU WOULDNT MIND COMING BACK UP, SIR, MR.
LEVITT, HAVE YOU HAVE YOU GONE THROUGH THE REPORT THE
REPORTS THAT THE CITY ATTORNEYS OFFICE HAS ISSUED AND
COMPARED THE FOOTNOTES TO THE EXHIBITS?

LEVITT:
1 HAVE GONE THROUGH THE REPORTS. I HAVE LOOKED AT THE
FOOTNOTES. I HAVE NOT COMPARED THEM TO THE EXHIBITS.

AGUIRRE:

ALL RIGHT. SO HAS ANYONE AT KROLL GONE THROUGH TO SEE IF
THE FOOTNOTE SOURCE OF AUTHORITY FOR THE FACTUAL
EXPRESSIONS IN THE CITY ATTORNEY'S INTERIM REPORTS WERE
IN FACT SUPPORTED BY THE EVIDENCE CITED AND PROVIDED?

LEVITT:
1 WOULD HAVE TO ASK MY COLLEAGUE THAT QUESTION

AGUIRRE:
IM SORRY, COULD YOU COME ON UP IF YOU ARE GOING TO SAY

SOMETHING?

LEVITT’S COLLEGUE:
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WE HAVEN'T DONE A 100 PERCENT AUDIT. WE’VE CHECKED IT-
YES.THE FOOTNOTES DO SUPPORT THE ITEMS THAT ARE
REFERENCED.

AGUIRRE:
DID YOU THEN CHECK TO SEE IF THE EXHIBITS THAT WERE
~ REFERENCED IN THE FOOTNOTES WERE IN FACT THERE?

LEVITT’S COLLEAGUE:
AGAIN, I DON’T THINK WE HAVE DONE A 100 PERCENT AUDIT. 1
THINK THAT’S TRUE.

AGUIRRE:

TO THE EXTENT THAT YOU HAVE CHECKED, THAT WHICH THE
CITY ATTORNEY HAS SET FORTH IN THE FOOTNOTES AND
PROVIDED AS EXHIBITS IS SUPPORTIVE OF THE EXPRESSIONS SET
FORTH IN THE REPORTS?

LEVITT’S COLLEAGUE:
VES. R

AGUIRRE:

OKAY. NOW MR. LEVITT, ONE LAST QUESTION TO YOU,

SIR, MR. LEVITT. DID THE KROLL COMPANY PROVIDE A

DETAIL FOR THE WORK PERFORMED SO THAT, FOR EXAMPLE, WE
WOULD BE ABLE TO KNOW THAT A KROLL, ONE OF THE 16 KROLL
TIME KEEPERS, WHAT THEY WORKED ON AND HOW LONG THEY
‘WORKED ON IT AND WHEN THEY WORKED ON IT.

LEVITT:
IM SURE WE COULD PROVIDE. ..

AGUIRRE:
I’M NOT ASKING COULD YOU BUT IM SAYING DID YOU PROVIDE,
IM SAYING DID YOU PROVIDE THAT TO THE CITY.

LEVITT:
IM NOT SURE I UNDERSTAND YOUR QUESTION NOR IT’S INTENT.
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AGUIRRE:
WELL, FORGET ABOUT MY INTENT.

LEVITT:

NO, IM CURIOUS TO KNOW WHAT YOUR INTENT IS.

IF YOU ARE CONTINUING TO TRY TO PROVE THAT WE ARE OVER
BILLING YOU, IN SOME WAY OR OTHER

AGUIRRE:
SIR, IM ASKING YOU A SIMPLE QUESTION.

MICHAEL YOUNG:
I DON'T UNDERSTAND EITHER.

AGUIRRE:

THIS IS A VERY SIMPLE QUESTION. DID YOU PROVIDE, AS FOR
EXAMPLE, VINSON AND ELKINS DID IM NOT ASKING MR. YOUNG,
IM ASKING MR. LEVITT. YOU STOOD UP, YOU'RE THE PERSON WHO
MADE THE PRESENTATION. IM ASKING YOU ABOUT WHAT YOUR
PERSONAL KNOWLEDGE IS. DID YOU PROVIDE AT THEKROLL
COMPANY AN ITEMIZATION WHERE YOU STATED WHO WORKED
ON

LEVITT:
NO, I DID NOT.

AGUIRRE:
YOU DID NOT DO THAT FOR YOUR TIME YOU DID NOT DO THAT
IN...

LEVITT:
I PROVIDED THEM WITH THE AMOUNT OF TIME THAT I SPENT AND
ON WHAT I'VE SPENT THAT TIME.

AGUIRRE:
YOU HAVE BROKEN DOWN BY THE HOURS THAT YOU SPENT ?

LEVITT:
PROBABLY
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ATKINS:
MR. AGUIRRE-

AGUIRRE:
THE REASON THAT IS IMPORTANT -

[MULTIPLE VOICES)]

LEVITT:
ONCE AGAIN I GET BACK TO THE OTHER ISSUE. IF YOU ARE

QUIBBLING ABOUT

ATKINS:

I'M SORRY MR. LEVITT, JUST A MOMENT. MR. AGUIRRE GIVE ME A
MOMENT. LET ME EXPLAIN I HAVE GIVEN EACH SIDE 45 MINUTES
AND I WAS GOING TO ALLOW SOME LEEWAY, MR. AGUIRRE. BUT
REALLY

AGUIRRE:
I THINK IM NOT SURE THE DIVISION OF TIME HAS BEEN FAIR.

ATKINS:

MR. AGUIRRE, MR. AGUIRRE, LET ME CHAIR THIS MEETING TODAY.
YOU HAVE MEETINGS SCHEDULED WITH KROLL AND I THINK THIS
CAN CONTINUE. BUT I HAVE TRIED TO BE FAIR TO EVERYONE
HERE TODAY AND GIVE TIME. AND SO

AGUIRRE:

YOU'RE NOT BEING FAIR RIGHT NOW, IM SORRY. 1 WAS IN THE
MIDDLE OF A QUESTION AND YOU INTERRUPTED ME.

ATKINS:

IM NOT GOING TO HAVE THIS COUNCIL CHAMBER DISRUPT. WE

HAVE DONE WELL TO GET EVERYBODY'S POINT OUT.

[MULTIPLE VOICES]
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AGUIRRE: ,
LET ME FINISH WHAT YOU SAID I COULD DO.

ATKINS:

[ ASKED YOU TO MAKE CONCLUDING COMMENTS AND I GAVE
YOU THE OPTION TO DO THAT. BUT I DON'T WANT TO GO INTO
ANOTHER ROUND OF GRILLING.

AGUIRRE:
IM NOT GOING INTO ANOTHER ROUND OF GRILLING. I JUST ASKED
A QUESTION, ILL LEAVE IT AT THAT AND LET ME MAKE MY
CONCLUDING REMARKS SINCE WE HAVE FOUR PEOPLE THAT
HAVE STOOD UP AND NOT PERMITTED ME TO PLACE THE
QUESTIONS TO THE INDIVIDUAL.

ATKINS:
THANK YOU.

AGUIRRE:

THIS IS THE POINT. SO FAR THE REPORTS THAT HAVE BEEN ISSUED
BY V&E BOTH ONE AND TWO, THE SECOND ONE UNDER THE
AUSPICES AS WELL AS THE INDEPENDENT AUDIT COMMITTEE OR
THE KROLL COMPANY, HAVE BEEN FAVORABLE TO THE COUNCIL,
THE MAYOR AND TOP CITY OFFICIALS. THEY HAVE BEEN -
FAVORABLE IN THE SENSE THAT THEY FOUND NO WRONG DOING.
AND IN THAT CONTEXT, WE ARE AUTHORIZING THE COUNCIL IS
AUTHORIZING MILLIONS AND MILLIONS OF DOLLARS FOR THOSE
REPORTS. NOW, I BELIEVE IN MY OWN HEART AND SOUL,
ESPECIALLY BASED ON THE PERFORMANCE TODAY OF MR. LEVITT
THAT THERE IS NO INDEPENDENCE WITH REGARD TO NO
RELIABILITY. OTHER PEOPLE MAY REACH OTHER JUDGMENTS,
OTHER PEOPLE HERE. BUT MY BEST JUDGMENT IS THAT THERE IS
NOT THIS IS NOT AN INDEPENDENT GROUP AND I KNOW THAT THE
VOTERS ARE GOING TO GO AGAINST THIS. TIME WILL TELL IF MY
JUDGMENT IS RIGHT OR WRONG, BUT I DO NOT BELIEVE- I DO
BELIEVE THAT THERE WAS INVOLVEMENT IN THE ACTUAL
DRAFTING AS INDICATED BY THE TIME RECORDS OF THE REPORT,
THE SECOND INTERIM REPORT THE SECOND REPORT ISSUED BY

VINSON AND ELKINS. I DO BELIEVE IT IS A WHITEWASH. I DO
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BELIEVE THAT WHEN ANYONE LOOKS AT IT, PEOPLE WILL COME
TO THAT CONCLUSION WHO ARE CAREFUL IN DISCERNING IT. AS I
SAID, I UNDERSTAND THAT MY COUNCIL IS NOT SUPPORTING THE
PERSON THAT IS THE ELECTED CITY ATTORNEY TODAY. THE
MAJORITY, AND THAT IS YOUR CHOICE AND I UNDERSTAND THAT.
BUT AT SOME POINT, MAYBE NOT TODAY, BUT SOME POINT DOWN
THE ROAD, MY ADVICE WILL BE THAT WE REGROUP, COME BACK
TOGETHER, NOT SPEND MILLIONS OF MORE DOLLARS FOR
OUTSIDE LAWYERS THAT ARE GOING TO TELL WHAT SOME
PEOPLE WANT TO HEAR WHICH IS WHERE I THINK WE ARE NOW,
AND THAT WEAK BEINGLY MAKE REAL PROGRESS ON THESE
ITEMS. I KNOW I DON'T HAVE YOU TODAY, BUT I HOPE AT SOME
POINT TO CONVINCE YOU THAT THIS IS ERROR AND THIS IS
PUTTING MORE GOOD MONEY AFTER BAD. THANK YOU.

ATKINS:
THANK YOU, MR. AGUIRRE.

[APPLAUSE]

ATKINS:
MR. EWELL, WHAT ARE YOU ASKING US TO DO AT
THIS POINT WE HAVE A MOTION AND SECOND.

EWELL:

WE ARE ASKING THAT YOU ACCEPT THE THREE REPORTS THAT
WERE OFFERED BY VINSON AND ELKINS. THE AUDIT COMMITTEE
AND KPMG, AND THEN THAT YOU CONSIDER THE FUNDING THAT
WE HAVE REQUESTED CONTINUE TO WORK THAT IS UNDERWAY.
AND WITH RESPECT TO THE AUDIT COMMITTEE, THEY HAVE A
REQUEST THAT I WOULD ASK THAT YOU CONSIDER. AS IT
RELATES TO THE FUNDING, BUT AT THIS POINT ID ASK THAT YOU
RECEIVE THE REPORTS AND I WANT TO THANK ALL THREE
ENTITIES FOR THEIR PRESENCE.

ATKINS:
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THANK YOU. OKAY. WE HAVE A MOTION AND A SECOND.

TO ACCEPT THE REPORT, WE ARE ONLY ON ITEM 330.

LET’S VOTE. CALL THE ROLL. IT PASSES UNANIMOUSLY.
TABSOLUTELY MUST GO AHEAD. MR. MADAFFER, QUICKLY.

I MUST GIVE MY COLLEAGUES A FIVE MINUTE BREAK. THANK
YOU. WE WILL DO 331AND 332 TOGETHER AND I HOPE QUICKLY
AND IN FIVE MINUTES WE WILL BE BACK.
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Pension Documents to Be Turned Over to Feds

By ANDREW DONOCHUE
Voice Political Writer
Tuesday, Aug. 23, 2005

Officials in the city of San Diego's pension system have accepted a judge's secret order to turn over long-guarded
documents to federal investigators, according to a source close to the proceedings.

Under the threat of being held in contempt of court, pension officials are giving the documents to investigators who
have been probing possible political corruption in City Hall since early 2004, according to multiple sources who
requested anonymity due to the sensitive nature of the case.

A secret hearing had been called as part of U.S. Attorney Carol Lam's attempt to force the documents’ release, and a
judge ruled in favor of the federal government, sources said.

The documents sought pertain to a deal cut between city and pension officials in 2002 that allowed the city to
continue its historical underfunding of the pension plan in exchange for increased benefits for employees. The deal,
and a similar 1996 pact, has contributed significantly to a pension deficit estimated to be at least $1.37 billion and
appears to be central to the investigation being conducted by the FBI and the U.S. Attorney's Office.

Federal subpoenas seeking information related to the 2002 deal had earlier been rebuked by pension officials on the
grounds the documents were protected by the attorney-client privilege.

When a newly constituted pension board took control of the system in April, Lam reiterated the request with a letter to
the pension board seeking any communications between pension attorneys and board members or employees
related to retirement benefit increases granted in 2002.

The letter also asks for a waiver of attorney-client privilege related to two lawsuits involving the pension system.

The first suit, known as the Gleason lawsuit, took issue with the city's practice of annually contributing less than
recommended to its pension system. It resulted in a settlement with the city last year that required the city to make
larger payments in to the pension fund.

The second suit is a malpractice claim brought by the pension board last year against its outside legal counsel for
advice given during the consummation of the 2002 pension deal, known as Manager's Proposal 2. The suit is
currently in settlement proceedings.

As a result of the 2002 deall, six current and former pension trustees have been charged by the District Attorney’s
Office with felony violations of the state's conflict-of-interest statute.

Assistant U.S. Attorney John B. Owens declined to comment, as did Michael Leone, outside counsel for the pension
system. Retirement administrator Larry Grissom said it would be inappropriate to comment on grand jury
proceedings.

The move to turn over the documents doesn't constitute a full waiver of the attorney-client privilege, meaning the
archives won't yet be made available to the city's outside auditors. The auditors, KPMG, say they won't certify the
city's long delayed fiscal year 2003 audit without access to these documents. Without a certified audit, the city
remains frozen from the capital market to raise funds for infrastructure and construction projects.

Pension officials have been under pressure for months to release the documents from the city's auditors, elected
officials and federal investigators.

' Secret judicial hearings involving counsel for the government and related parties are used in connection with secret

federal grand jury proceedings. They remain shielded from the public in order to protect the secret nature of the grand
jury.

http://'www.voiceofsandiego.org/site/apps/s/content.asp?c=eulL TIbMUKvH&b=291837&ct...  1/9/2006
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In addition to the Justice Department's investigation, the Securities and Exchange Commission is also investigating
City Hall for officials' alleged failure to disclose the true depths of its financial problems to investors.

Please contact Andrew Donohue directly at Andrew.Donohue@voiceofsandiego.org with your thoughts, ideas,
personal stories or tips.
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WASTEWATER INTERIM REPORT NO. 1
CITY OF SAN DIEGO OFFICIALS’ FAILURE TO
DISCLOSE MATERIAL FACTS IN CONNECTION
WITH THE OFFER AND SALE OF WASTEWATER

BONDS AND RELATED IMPROPER ACTIVITY

REPORT OF THE
SAN DIEGO CITY ATTORNEY

MICHAEL J. AGUIRRE

OFFICE OF
THE CITY ATTORNEY

CITY OF SAN DIEGO
1200 THIRD A VENUE, SUITE 1620

SAN DIEGO, CALIFORNIA 92101-4178
TELEPHONE: (619) 236-6220
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09-  [Steiner Corp dba Alsco (Laundry) 72380 2586 1717
0001 ;

03- |[KOCH Membrane Systems 110089, 1570 1442
0900

11-  [Kelco Biopolymers Plant 100000 1639 1306
0444

The new rate structure added significantly to the monthly costs of the biggest dischargers
of organics (COD). The following table, compiled by San Diego Metropolitan Wastewater
personnel using data currently available, demonstrates the estimated effect on monthly service
charges under the new rate structure:*

Estimated effect on monthly sewer service charges when including organics in the rate
structure for large organics dischargers
(Navy and UCSD not included because of multiple connections and a low strength/high
flow waste stream)

Industry Name Before rate After rate %
change change change

ISP Alginates, Inc. $74,000 $146,000 +98

Naval Station San Diego (total all

connections)

NAS North Island

Heinz Frozen Foods $15,000 $27,000 +81

Coca-Cola Bottling Company of San $21,000 $36,000 +69

Diego

UCSD (total all connections)

Pall Filtration and Separations Group, Inc. | $8,800 $7,300 -16

Steiner Corp dba Alsco (Laundry) $16,000 $20,000 +25

KOCH Membrane Systems $14,000 $20,000 +42

Kelco Biopolymers Plant $157,000 $311,000 +98

Clearly, the biggest beneficiaries of the unlawful rate structure were Kelco and ISP
Alginates, Inc., two companies involved in the processing of kelp. Under the old rate structure,
the two companies were able to avoid paying the City approximately $226,000/month or
$2,712,000 annually.

XIIL.
CONCLUSION

The San Diego City Attorney concludes in this Wastewater Interim Report No. 1 there is
substantial evidence consistent with a finding that City officials did attempt to conceal, and did

* Calculations by Metropolitan Wastewater Department, September 2005.
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conceal, material information regarding the wastewater system’s noncompliant rate structure and
the potential risk of forfeiture of Federal grants and State loans.

Moreover, the City Attorney concludes, with respect to federal securities law, there is
substantial evidence consistent with a finding that members of the City Council and other City
officials acted knowingly or recklessly to approve related disclosures to investors without taking
steps to prevent the dissemination of materially false or misleading information. In this matter,
such steps should have included becoming familiar with the disclosure documents and
questioning City officials, employees, or other agents about the disclosure of material facts, and
withholding approval of offering documents until such time that those documents reflected all
material information accurately. City officials and members of the City Council did not disclose
the fact that the City was not in compliance with the user-based rate requirements for the
wastewater system, contrary to California State and federal laws.

By

Michael J. Aguirre
City Attorney
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Council Meeting of September 26, 2005: Item 2071

MADAFFER:
1:54:06 I THINK WE WILL COME BACK TO ORDER..

CLERK: :
COUNCIL MEMBER PETERS, DEPUTY MAYOR ATKINS, COUNCIL -
MEMBER YOUNG, COUNCIL MEMBER MAINSCHEIN, MAYOR PRO
TEM MADAFFER.

MADAFFER:
IF YOU GUYS JUST IDENTIFY YOURSELVES FOR THE RECORD, WE

WILL GET STARTED.

DAHLBERG:
TROY DAHLBERG, AUDIT COMMITTEE MEMBER.

ROMANO:
BENITO ROMANO, COUNSEL TO THE AUDIT COMMITTEE. I'D LIKE
TO BEGIN THIS AFTERNOON. GOOD AFTERNOON FIRST OF ALL.
WITH RESPECT TO THE QUESTION OF THE PUBLIC SPEAKER MR.
HART, FOR THE RECORD THE AUDIT COMMITTEE WILL BE LOOKING
AT THE EMAIL BOXES OF THE COUNCIL MEMBERS, PRESENT AND
FORMER, AND THEIR SENIOR STAFF, THE TOTAL NUMBER OF EMAIL
BOXES WILL BE SOMETHING IN THE RANGE OF 30 TO 40 EMAIL
BOXES, WHICH IS AN AREA NOT APPARENTLY COVERED BY THE
EARLIER INVESTIGATION DONE BY VINSON AND ELKINS. NOW TO
THE COMMITTEE’S UPDATE REPORT. WE SUBMITTED A DETAILED
REPORT ON SEPTEMBER 23 IN WHICH WE SAID AT THE OUTSET
THAT WE PURSUING A WORK PLAN THAT CONTEMPLATES
COMPLETION OF OUR WORK BY THE END OF THE YEAR BUT
FRANKLY WE ADDED A NUMBER OF ITEMS THAT WE, IN THE
REPORT WE FELT THAT IN FAIRNESS HAD TO BE RAISED NOW.
THEY WILL OR HAVE REQUIRED ADDITIONAL INVESTIGATIVE
PROCEDURES. WE HAVE COMPLETED THE PROCESS OF
RESPONDING TO THE VARIOUS OUTSTANDING SEC AND U.S.
ATTORNEY SUBPOENAS PURSUANT TO A JUNE 10TH PROCEDURE
WE ADOPTED AND DISSEMINATED CITY WIDE. WE RECEIVED IN
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EXCESS OF 12,000 ACTIVE EMPLOYEE CERTIFICATIONS THAT THEY
HAVE SEARCHED THEIR WORK LOCATIONS AND HAVE PRODUCED
TO THE DOCUMENT DEPOSITORY AT THE CITY ATTORNEYS OFFICE
DOCUMENTS RESPONSIVE TO THESE REQUESTS. WITH THE
EXCEPTING OF A SOLE SINGLE EMPLOYEE, ALL CITY EMPLOYEES
OF ANY CONCEIVABLE SIGNIFICANCE IN TERMS OF HAVING
DOCUMENTS THAT MIGHT BE RESPONSIVE, HAVE PROVIDED US
WITH CERTIFICATIONS. WE HAVE ALSO COLLECTED AND HAVE
EITHER ALREADY DEPOSITED IN THE DOCUMENT DEPOSITORY OR
SCHEDULED TO BE DEPOSITED 400 BOXES OF ADDITIONAL
MATERIAL RESPONSIVE TO THE SUBPOENAS. THIS IS IN ADDITION
TO 100 GIGABYTES OF EMAILS AND ELECTRONIC DOCUMENTS. FOR
THOSE OF YOU OVER 40, GIGABYTES IS A LOT OF INFORMATION.
THE CITY ATTORNEYS OFFICE HAS SOMEWHAT BEHIND THE REST
OF THE CITY, PRIMARILY BECAUSE, AS I UNDERSTAND IT, THESE
ARE SHARED FILES OF FORMER CITY ATTORNEY EMPLOYEES WHO
ARE THE CUSTODY OF WHICH ARE BEING TAKEN OVER BY
CURRENT EMPLOYEES WHO ARE GOING BACK AND SEARCHING
THOSE FILES TO MAKE SURE ANYTHING RESPONSIVE IN THEM HAS
BEEN IDENTIFIED AND PRODUCED AND WE HAVE BEEN WORKING
CLOSELY WITH THE CITY ATTORNEYS STAFF TO EXPEDITE

THAT PROCESS. WE HAVE REVIEWED 200 BOXES OF DOCUMENTS
FROM THE INITIAL SEC PRODUCTION, AS WELL AS 125 BOXES OF
DOCUMENTS FROM THE U.S. ATTORNEYS OFFICE PRODUCTION.
THIS, AGAIN, IS A LITTLE BIT MORE THAN WE ANTICIPATE
BECAUSE THE JUNE 10TH PROCEDURES AS YOU MAY RECALL WERE
INTENDED TO CAPTURE DOCUMENTS THAT WERE MISSED THE
FIRST TIME. AND IT APPEARS THAT THE CITY EMPLOYEES WERE
BEING VERY CAREFUL AND PREDOUSING ANYTHING THAT
CONCEIVABLY COULD BE RESPONSIVE. WE ALSO HAVE TURNED
OUR ATTENTION TO MATTERS RELATED TO WASTEWATER AT THE
REQUEST OF THE STAFF OF THE SEC. WE HAVE SUSPENDED
PRODUCTION OF THOSE DOCUMENTS PENDING OUR REVIEW OF
THE DOCUMENTS THAT WE HAVE COLLECTED THUS FAR.

THEY HAVE ASKED US TO COLLECT THE CRITICAL DOCUMENTS
AND MAKE A PRELIMINARY PRESENTATION TO ASSIST THE SEC IN
FURTHER REFINING WHAT ARE THE IMPORTANT ISSUES IN THE
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WASTEWATER AREA. WE HAVE BEGUN TO DEVELOP A DATABASE
A SEARCHABLE DATABASE OF ALL DOCUMENTS PRODUCED TO
THE GOVERNMENT. WE ARE WORKING WITH ELECTRONIC 1:58:40
EVIDENCE DISCOVERY AND AMERICAN LEGAL CORPORATION TO
DEVELOP THAT DATABASE AND TO COMPLETE THE UP LOADING
OF ALL THE DOCUMENTS SO THAT THE GOVERNMENT WILL HAVE
READY ACCESS TO A SEARCHABLE DATABASE OF ALL
DOCUMENTS. WE HAVE RECEIVED FROM CERS WHAT PURPORTED
TO BE ALL OF THE PRIVILEGED DOCUMENTS. WE HAD SOME
DIFFICULTY UNTANGLING WHAT THEY GAVE US. WE LATER
DETERMINED AFTER TALKING IT THEM THAT WE RECEIVED ALL
BUT 400 OF THEM, AND WE HAVE BEEN GIVEN ASSURANCES THAT
OF THOSE 400 WE WILL RECEIVE ADDITIONAL ONES, BUT IT
APPEARS THAT THERE WILL BE 8 PRIVILEGED DOCUMENTS WE
WILL NOT BE RECEIVING.

FRYE:
IM SORRY, I COULDN’T UNDERSTAND WHAT YOU JUST SAID.

ROMANO: R
I'M SORRY. I'’LL SPEAK A LITTLE MORE SLOWLY.

FRYE:
WELL, MAYBE JUST MORE LOUDLY. IT WAS EIGHT SOMETHING?

ROMANO:

WE RECEIVED SIX DISKS FROM THE CERS BOARD OR ITS COUNSEL.
ON THE DISK, THE DISK WHERE IDENTIFIED TO US AS CONTAINING
ALL OF THE PRIVILEGED DOCUMENTS THAT WE COULD FIND ON
THE PRIVILEGE LOGS THAT WE HAD EARLIER OBTAINED. BECAUSE
OF THE WAY IN WHICH THE DATA WAS ARRANGED ON THE DISKS
WE COULDN'T MATCH IT UP TO THE LOGS. AS IT TURNS OUT, WE
ARE SHORT 400 PRIVILEGED DOCUMENTS ON THE DISKS. WE LATER
RECEIVED ASSURANCES THAT WE WOULD BE GETTING ACCESS

TO THOSE 400 DOCUMENTS. AND UPON FURTHER INQUIRY BY US,
IT TURNS OUT WE WILL BE GETTING ALL OF THE 400 DOCUMENTS
LESS 8, 8 DOCUMENTS OF A PRIVILEGED NATURE WHICH ARE ON
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THE LOGS WILL NOT BE PROVIDED TO US. WE HAD A MEETING
WITH THE FIRM OBTAINED BY CERS TO CONDUCT AN
INVESTIGATION NAVIGANT TO BEGIN A PROCESSES WE HOPE OF
SHARING INFORMATION SO THAT, THEY CAN DO THEIR WORK
QUICKLY AND WE CAN TAKE ADVANTAGE OF ACCESS TO OTHER
CERS INFORMATION ADDITIONAL TO THE PRIVILEGED
INFORMATION. NAVIGANT ONLY APPEARS TOBE A T THE
BEGINNING OF THAT PROCESS AND HAVE NOT YET FULLY DEFINED
THE SCOPE OF THEIR WORK. THAT IS OUR IMPRESSION. WE HAVE
AT OUR DISPOSAL PRICEWATERHOUSECOOPERS TO PROVIDE THE
AUDIT COMMITTEE WITH ADVICE CONCERNING THE ACCURACY OF
CERS PENSION VALUATIONS AND UNDERLINE THE ASSUMPTIONS
MADE BY CERS BOARD. AND WE WILL BE WORKING WITH THEM AS
SOON AS THEY BEGIN THE PROCESS OF GATHERING INFORMATION.
ATTACHED TO OUR UPDATE REPORT IS A GRID OR SCHEDULE THAT
SHOWS APPROXIMATE PERIODS WHEN WE WILL BE COMPLETING
THE VARIOUS TASKS. I THINK THAT CONCLUDES THE UPDATE
REPORT.

MADAFFER::
VERY GOOD. MRS. FRYE? ANY OTHER MEMBERS OF THE COUNCIL? I
KNOW MR. AGUIRRE YOU WANTED TO ASK A QUESTION AS WELL.

FRYE:

YES, JUST A COUPLE OF THINGS THAT SORT OF PIQUED MY
INTEREST RELATED TO THE WASTEWATER ISSUES AND
SPECIFICALLY OR PERHAPS I MISUNDERSTOOD YOU BUT THAT THE
STAFF OF THE SEC HAVE REQUESTED THAT THE AUDIT COMMITTEE
MAKE AN INVESTIGATION AND MAKE A PRESENTATION TO THE
STAFF- SO YOU ARE ACTUALLY, I MEAN JUST WALK ME THROUGH
THEN, I'M NOT SURE I UNDERSTAND THAT RELATIONSHIP.

ROMANO:

I THINK THE SEC STARTED BY SERVING A VERY BROAD SUBPOENA
AND THEY WERE INCLUDING VOLUMINOUS RECORDS. I THINK
GIVEN OUR INVOLVEMENT ALREADY ON THE PENSION RELATED
MATTERS, THE SEC DETERMINED THAT IT WITH SAVE THEM TIME
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IF WE WERE TO GO TO THEM EXAMINE GIVE THEM A REPORT AS TO
WHAT WE THINK IN THE WASTEWATER AREA ARE THE IMPORTANT
ISSUES THAT WOULD SHOULD DRAW THEIR PROFESSIONAL
ATTENTION. AND THAT IS WHAT THIS PRELIMINARY
PRESENTATION IS ABOUT. THEY ARE NOT ENDING THEIR
INVESTIGATION. THEY ARE RESERVING THE RIGHT AS THEY
ALWAYS HAVE, TO SEEK THE REST OF THE DOCUMENTS

FROM THE CITY AND CONTINUE THEIR INVESTIGATION AS THEY
SEE FIT.1 THINK THEY DETERMINED THAT IT WOULD SAVE THEM
CONSIDERABLE RESOURCES IF WE WERE TO GO TO THEM AND
TALK TO THEM EARLY ABOUT WHAT IT IS WE THINK IS IMPORTANT
IN THE WASTEWATER AREA.

FRYE:

RIGHT. AND 1 GUESS MY CONCERN KIND OF GOES TO THE KPMG
ISSUE, THAT WE HAD WITH VINSON ELKINS, AND THAT VINSON
ELKINS WAS SUPPOSED TO BE THE INDEPENDENT INVESTIGATORS
YET THEY WERE REPRESENTING THE CITY WITH THE SEC. DO YOU
REMEMBER THAT ?

ROMANO:
YES. OF COURSE.

FRYE:
SO IF YOU'RE. | MEAN, I'M JUST NOT SURE WHAT YOUR CAPACITY
IS, WHAT ROLE YOU ARE PLAYING WITH THE SEC.

ROMANO:

IT’S ESSENTIALLY NO...WE ARE AS INDEPENDENT INVESTIGATORS
WE WOULD BE LOOKING AT THE WASTEWATER ISSUES PURSUANT
TO THE SUBPOENA THAT THEY WERE SERVED AND THE ISSUES
THAT WERE BROUGHT TO OUR ATTENTION. WE ARE SHARING OUR
IMPRESSION WITH THE SEC WHILE WE ARE IN THE MIST OF
GATHERING THIS INFORMATION. IT’S NOTHING REALLY MORE
THAN THAT. WE ARE NOT REPRESENTING THE CITY IN THAT
CONNECTION. THE CITY HAS IT’S OWN COUNSEL TO ARGUE
WHATEVER THE CITY WANTS TO ARGUE ON WHATEVER POSITION
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THE CITY WANTS TO TAKE. WE ARE SIMPLY GIVING THE SEC OUR
UNVARNISHED INDEPENDENT VIEWS ON WHAT WE THINK THE
EVIDENCE SHOWS AS WE WOULD IN THE PENSION AREA.

FRYE:
RIGHT AND SO YOU GIVE THEM YOUR UNVARNISHED VIEWS ON
WHAT YOU THINK THE EVIDENCE SHOWS. DO YOU PROVIDE THAT

TO US AS WELL?

ROMANO:
WE WILL CERTAINLY INCLUDE IT.

FRYE:
AT THE SAME TIME OR HOW DOES THAT WORK? HOW DOES THAT
PROCESS WORK, WHEN YOU PROVIDE DISCUSSION WITH THE SEC?

ROMANO:
WE WOULD INCLUDE IT IN OUR REPORT, CERTAINLY.

FRYE:

OK. SO FOR EXAMPLE; THE STAFF OF THE SEC HAS REQUESTED THE
AUDIT COMMITTEE TO MAKE A PRESENTATION TO THEM BEFORE
RESUMING PRODUCTION OF DOCUMENTS. SO WHAT WILL HAPPEN
1S YOU WILL COME AND YOU WILL MAKE A REPORT TO THE CITY
COUNCIL AND THEN YOU WOULD GO AND TALK TO THE SEC STAFF
AND PRESENT YOUR FINDINGS OF WHAT YOU THINK. IS THAT HOW
THIS WORKS?

ROMANO:

NO. WHAT WE THINK SHOULD HAPPEN IS THAT WE WILL PRESENT
TO THE SEC IN A CONFIDENTIAL COMMUNICATION WHAT WE
THINK THE EVIDENCE THAT WE HAVE GATHERED TENDS TO
INDICATE. OUR REPORT WILL ULTIMATELY INCLUDE A PORTION
DEVOTED TO THE WASTE WATER MATTER AND BY THEN WE
WOULD HAVE FINISHED IT. I THINK THE SEC WANTS A MUCH MORE
EARLIER VIEW OF WHAT THE EVIDENCE INDICATES BEFORE WE
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COMPLETE THE WASTEWATER INVESTIGATION OR THE
INVESTIGATION DEVOTED TO WASTEWATER MATTERS.

DAHLBERG:

I THINK ITS IMPORTANT TO NOTE THAT WE ARE NOT GOING TO GO
AND GIVE A FINAL FINDING TO THE SEC ON THE WASTEWATER.
WHAT THEY ARE SAYING IS GO OUT THERE AND TELL US WHERE
THE RELEVANT FACTS ARE, WHO THE RELEVANT INDIVIDUALS
ARE THAT SEEM TO HAVE INFORMATION AND KNOWLEDGE ABOUT
THIS AND WHAT ARE THE ISSUES THAT THEY ARE COMING UP
WITH. IT IS A MUCH MORE NARROWING AND FOCUSING THAN A
BROAD BASED SUBPOENA THAT WOULD BE COSTLY TO THE CITY
AND SEC TO SORT THROUGH HAVE INDIVIDUALS OR DOCUMENTS
THAT REALLY ARE NOT THAT RELEVANT TO KEY ISSUES. THEY
ARE NOT LOOKING TO US TO MAKE AN INDEPENDENT FINDINGS ON
ULTIMATE RESOLUTIONS IN OTHER WORDS WE DON'T SAY THERE
IS A VIOLATION OF 17A OR 10B5 AT THIS STAGE. THEY WILL WAIT
JUST LIKE EVERYONE ELSE WILL UNTIL WE DO OUR FINAL
REPORT. THIS IS MORE FOR DISCOVERY PURPOSES SO THAT THEY

DON'T WASTE TIME AND EFFORT AND THE CITY DOESN’T WASTE
MORE TIME AND EFFORT TO BASICALLY GET A BUNCH OF
INFORMATION.

FRYE:

1JUST WANTED THAT CLARIFIED SO THAT WE DIDN’T RUN INTO
THE SAME PROBLEM THAT WE RAN INTO WITH VINSON AND
ELKINS WITH OUR OUTSIDE AUDITORS THAT THERE WAS LACK OF
BELIEVING THAT V&E HAD DONE A DESCENT JOB AND THAT THEY
WHERE INDEPENDENT. THAT’S ALL. I THINK THERE WAS SOME
SORT OF A CONFLICT SO I'M SAYING THAT I WOULD LIKE YOU TO
SAY THAT OUT LOUD.

ROMANO:

THAT’S CORRECT, YOU ACTUALLY SUMMARIZED IT ACCURATELY.
WHAT THEY WERE CONCERNED ABOUT, I THINK THE SEC WAS
CONCERNED THAT THEY WERE RECEIVING VOLUMES MUCH
DOCUMENTS THAT REALLY WERE NOT GOING TO BE
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PARTICULARLY HELPFUL. IT WAS AN EFFORT TO REALLY HONE IN
ON WHAT THE IMPORTANT ISSUES WERE.

DAHLEBERG:
I THINK THEY WERE SENSITIVE TO THE COST THE CITY HAD TO GO
THROUGH TO PULL A BUNCH OF DOCUMENTS TOGETHER.

FRYE:

AND I APPRECIATE THAT, I APPRECIATE THE SENSITIVITY TO

NOT HAVING TO PRODUCE 5,000 MORE DOCUMENTS. THEN WE HAD
TALKED ABOUT THE CITY EMPLOYEES RETIREMENT SYSTEM THE
FOR HUNDRED PRIVILEGED DOCUMENTS THAT WERE ON THE LOG
THAT DIDN'T MATCH BUT ANYWAYS, SO YOU FOUND OUT THAT
ALL BUT EIGHT DOCUMENTS WERE ALLEGEDLY WAIVED WITHOUT
COOPERATE RETIREMENT BOARD THAT WE HAD THAT THOSE
EIGHT DOCUMENTS THAT WILL NOT BE PROVIDED.

DAHLBERG:
THEY MADE THE REPRESENTATION TO US LAST WEEK WHEN WE

SAT DOWN WITH THEM. WE SAT DOWN WITH THEM AND SAID, - YOU--
NEED TO HELP US TO FIGURE OUT TO UNDO THE PUZZLE. WHEN
THEY DID THAT, WE BASICALLY CAME UP WITH ABOUT FOUR
HUNDRED DOCUMENTS THAT WERE NOT INCLUDED IN THE
SUPPOSEDLY ALL PRIVILEGED INFORMATION WE GOT. GOING
THROUGH THOSE FOUR HUNDRED. THEY CAME TO AN AGREEMENT
THAT THEY WOULD GIVE US ALL BUT EIGHT OF THE FOUR
HUNDRED AND THEY ARE STILL FOR WHATEVER REASON SAYING
THEY WILL NOT GIVE US THOSE EIGHT. THEY WILL GIVE US THE
REST EVEN THOUGH THEY HAVEN'T GIVEN US THAT YET, THEY
HAVE REPRESENTED TO US THAT THEY WILL.

FRYE:

AND SO FOR THOSE WHO ARE BETTING THAT THOSE EIGHT
DOCUMENTS THAT WILL STOP THE FINAL AUDIT BY THE AUDIT
COMMITTEE, I MEAN BY THE OUTSIDE AUDITOR. THE EIGHT
DOCUMENTS THAT WE NEED TO HAVE IN ORDER TO COMPLETE
THE INVESTIGATION.
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DAHLBERG:
YOU’D HAVE TO GO THROUGH EVERYTHING TO KNOW. WE DON’'T

KNOW NOW.

FRYE:

THAT'S EXACTLY MY POINT. MY POINT IS THAT NOW WE ARE
DOWN TO AT LEAST EIGHT DOCUMENTS. WE KNOW OF EIGHT
DOCUMENTS THAT WE NEED THAT THEY DO NOT WANT TO
PROVIDE.

DAHLBERG:
I DON'T THINK WE’VE DONE AN ANALYSIS TONIGHT EIGHT TO
FIGURE OUT HOW CRITICAL THEY ARE. IN THE LOG IT DOES GIVE
YOU SOME CLUE ABOUT WHO IS FROM AND WHO IT’S TO AND THE
TIMING AND A LITTLE BIT ABOUT THE SUBSTANCE OF THE LETTER
AND I THINK ALL OF THE EIGHT RELATE TO INTERACTIONS
BETWEEN SELTZER CAPLAN AND CERS. YOU HAVE TO SORT OF SEE
WHERE THOSE DOCUMENTS PLAY OUT AS FAT AS WHAT ISSUES
THEY ARE ADDRESSING. THERE AREN'T DOCUMENTS IN THERE -~
THAT APPEAR TO BE DOCUMENTS THAT WERE SORT OF DURING
THE COURSE OF SOME OF THE ACTIVITIES. MOST OF THESE SEEM
TO BE MOST OF THESE SEEM TO BE SUBSEQUENT TO THAT.

FRYE:

AND SO HOW WILL WE COMPEL THE CERS BOARD TO RELEASE
THOSE DOCUMENTS? SO WE HAVE TO GO TO COURT DO YOU
THINK?

DAHLBERG:
NO. I THINK ONE OF THE MESSAGES HERE IS THAT THE PRIVILEGE
DOCUMENTS GETTING THOSE IS NOT THE END OF THE
RELATIONSHIP THAT IS GOING TO HAVE TO EXIST BETWEEN THE
COUNCIL, THE AUDIT COMMITTEE, AND CERS IN ORDER TO
COMPLETE EVERYTHING THAT NEEDS TO BE DONE. WE HAVE
ALWAYS TALKED ABOUT REMEDIATION BEING CRITICAL, TO THE
EXTENT THAT REMEDIATION INVOLVED CERS THAT IS GOING TO
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BE CRITICAL, TO THE EXTENT THAT THERE ARE OTHER
DOCUMENTS FROM THE DOCUMENTS THAT WE NOW HAVE THAT
INDICATE THAT THERE IS SOME OTHER INFORMATION THAT CERS
HAVE THAT MAY BE EXTREMELY RELEVANT TO COMPLETE OUR
INVESTIGATION THAT IS CRITICAL. IN OUR MEETINGS WITH
NAVIGANT AT THE END OF LAST WEEK WE REACHED OUT TO THE
AND ASKED THEM IF WE COULD SHARE INFORMATION TO
COMPLETE THESE INVESTIGATIONS AS QUICKLY AS POSSIBLE AND
WE ACTUALLY MADE A REQUEST OF SOME INFORMATION THAT
WE WOULD LIKE TO SEE IN ADDITION TO THE PRIVILAGED
DOCUMENTS.

FRYE:

THEN THIS COUNCIL AND I'M ASSUMING THE PUBLIC WILL GET
COPIES OF WHATEVER DOCUMENTS THAT YOU ARE ASKING FOR
OR AT LEAST A LIST OF THE DOCUMENTS THAT YOU ARE ASKING
FOR THAT ARE NOT BEING RELEASED. SO WE WILL HAVE AN IDEA
ON WHAT IS NOT BEING DISCLOSED.

~ROMANO:

I THINK WE HAVE THE ABILITY NOW HAVING UNRAVELED THE
MYSTERY OF THE DISKS VERSUS THE LOGS, THEY ARE DESCRIBED
ON THE LOGS, THE 8 DOCUMENTS THAT ARE MISSING. I THINK WE
HAVE THAT, WITH SOME CONFIDENCE I THINK.

FRYE:
THANK YOU.

MADAFFER:
THANK YOU MRS. FRYE. I HAVE MRS. ATKINS, MR. AGUIRRE, MR.

YOUNG, MR. PETERS.

ATKINS:

I THINK AT SOME POINT AS I ASK KPMG BETWEEN NOW AND THE
NEXT REPORT TO DETERMINE THE RELEVANCE OF NAVIGANT AND
WHETHER THEY ARE GOING TO FEEL LIKE THEY NEED TO WAIT
UNTIL THAT INVESTIGATION CONCLUDES IN ORDER TO COMPLETE
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OUR AUDIT. I WANT TO ASK YOU, YOU KNOW, I KNOW THAT
YOU’RE WORKING WITH OR ATTEMPTING TO WORK WITH STAFF OF
THE CERS BOARD OR BOARD MEMBERS OR BOTH?

DAHLBERG: ,
WE HAVE REACHED OUT A COUPLE OF TIMES TO THE BOARD
MEMBERS AND NAVIGANT AS WELL FOR COOPERATION

ATKINS:

SO AT SOME POINT WE WILL HOPE THAT ALL OF THOSE
DOCUMENTS WILL BE RELEASED, I DON'T CHANGE MY OPINION ON
THAT. I THINK WE NEEDED IT, WE SHOULD OF GOTTEN THE
WAIVER, WE DIDN'T AND YOU FOUND A MEASURE YOU THOUGHT
WOULD GET YOU EVERYTHING YOU NEEDED AND NOW YOU ARE
TELLING US THAT THERE ARE EIGHT DOCUMENTS THAT COULD BE
SIGNIFICANT OR NOT BE SIGNIFICANT. AT SOME POINT WITHIN THE
NEXT, WE GOT NINETY DAYS ASISAID TO THEM TO STAY ON YOUR
CALENDAR TIMELINE. WILL THERE BE A POINT WITHIN NEXT
MONTH THAT YOU EITHER PUT IT IN YOUR NEXT REPORT OR LET

US KNOW AHEAD OF TIME IF DOES DOCUMENTS ARE GOING TO BE
DETERMINED NOT TO BE RELEVANT TO COMPLETING THE AUDIT
FIRST AND FOREMOST AND THEN TO YOUR COMPLETING THE
REPORT YOU NEED TO DO TO MEET THE SEC’S SATISFACTION IS
CERTAINLY SOMETHING WE WOULD WANT TO SEE AND HEAR
BECAUSE IT ALSO TALKS ABOUT THE MITIGATION ISSUES. SO WILL
THERE BE A POINT NEXT MONTH WHERE WE WILL MAKE A
DETERMINATION AS TO WHETHER THOSE DOCUMENTS ARE
RELEVANT OR NOT AND PROCEED? HOW LONG WILL THOSE
DOCUMENTS BE OUT THERE BEFORE YOU NEED US TO PUSH OR DO
SOMETHING MORE?

ROMANO:

IT IS A VERY GOOD QUESTION, I THINK THE ONLY ANSWER IS THE
ONE THAT MR. DAHLBERG JUST GAVE THAT WE WILL GAIN AN
UNDERSTANDING ON WHERE THOSE DOCUMENTS WILL FIT WITHIN
THE OVERALL CONTEXT AND CHRONOLOGY CERTAINLY WITHIN
THE NEXT THIRTY DAYS, SO WE WILL HAVE A BETTER IDEA
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WHETHER THEY ARE IMPORTANT OR NOT. IF WE CONCLUDE
EITHER WAY, ONE WAY OR ANOTHER WE WILL CERTAINLY BRING
IT TO THE COUNCIL’S ATTENTION WITHIN THE NEXT THIRTY DAYS.

ATKINS:

I UNDERSTAND THAT OUR RELATIONSHIP WITH THE CERS
ORGANIZATION AND BOARD IS LONG TERM AND I APPRECIATE
YOUR COMMENTS MR. DAHLBERG AND CERTAINLY TO CONTINUE
AND REPEAT THE MESSAGE THAT COMPLETING OUR AUDITS IS
GOING TO BE GOOD NOT ONLY FOR THE CITY BUT FOR
PARTICIPANTS OF CERS AND THE PROGRAM, THE RETIREMENT
SYSTEM. I HOPE THAT WE WILL CONTINUE TO MAKE THAT
MESSAGE AND HOPEFULLY BY OCTOBER TENTH WE WILL HAVE
TWO FINAL PEOPLE TO PUT ON THE BOARD THAT COULD
HOPEFULLY LEND SOME ASSISTANCE.

ROMANO:

IF I COULD JUST REITERATE WHAT MR. DAHLBERG SAID. WE
SHOULDN'T FOCUS ONLY ON THE PRIVILEGED DOCUMENTS. WE
ARE ASKING AND EXPECTING FROM THE CERS ORGANIZATION,
ACCESS TO THEIR NON-PRIVILEGED MATERIAL AND ACCESS TO
OTHER INFORMATION THAT WE’LL NEED IN ORDER TO COMPLETE
THE INVESTIGATION. '

ATKINS:

IT IS CERTAINLY UNDERSTOOD BUT AS OBSTACLES ARE
IDENTIFIED BEFORE US WHETHER IT IS THAT ISSUE OR A CITY
EMPLOYEE MIGHT HAVE ACCESS TO DOCUMENTS THAT SHOULD
BE RELEASED AS PART AS THE DOCUMENTS PRODUCTION AND OF
COURSE YOUR CONTINUING TO WORK WITH THE ATTORNEY TO
GET EVERYTHING YOU NEED SO THAT WE ARE IN COMPLIANCE. I
LOOK AT WHAT YOU TELL ME AND I SEE THE OBSTACLES AND I
WANT TO FIGURE OUT VERY TANGIBLY AND SPECIFICALLY HOW
WE GET THROUGH THOSE OBSTACLES AND SO I'M SURE YOU ARE
GOING TO HAVE A ROUND OF WHOLE NEW OBSTACLES OF
DIFFERENT NATURE AT SOME POINT BUT WE HAVE TO GET
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OFFICE OF
N N ey THE CITY ATTORNEY
CITY OF SAN DIEGO

MICHAEL J. AGUIRRE

CITY ATTORNEY

October 4, 2005

Benito Romano

Willkie Farr & Gallagher LLP
787 Seventh Avenue

New York, N.Y. 10019-6099

Jeffrey Klein

KROLL

660 S. Figueroa, 9th Floor
Los Angeles, CA 90017

Dear Sirs:

CIVIL DIVISION
1200 THIRD AVENUE, SUITE 1620
SAN DIEGO, CALIFORNIA 92101-4178
TELEPHONE (619)236-6220
FAX (619) 2367215

I'understand from our conversation on September 21, 2005, during a meeting at my
office, that Mr. Romano and Mr. Dahlberg will begin shortly or have begun a draft of the Audit
Comumittee's report. Please let me know at your earliest convenience whether the drafting has

MICHAEL J. AGUIRRE, City Attorney

begun.
I look forward to your early response.
Sincerely yours,
TV
N . NS L
DYy (g [
Anita M. Noone
Assistant City Attorney
AMN:jb

cc: Troy Dahlberg, KROLL
Lynn Turner, KROLL
Michael Aguirre, City Attorney
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Audit Committee
of the
City of San Diego

October 25, 2005

Honorable Mayer Toni Atkins
Members of the City Council
City of San Diego

202 C Street, Suite 900

San Diego, CA 92101

Re: Audit Committee — I nvestigation Status Update
Honorable Mayor and Council Members:

In connection with our ongoing investigation, we are writing to bring you up to
date on our progress and a number of issues that are impacting the Audit Committee's
work plan. Our work continues to be focused on the objective of issuing a thorough and
complete report that will be necessary for the independent auditors to issue an opinion on
the City’s financial statements, in accordance with the required auditing standards. As
both of the City's auditors have appropriately pointed out, a complete and thorough
investigatio n is necessary in order for an audit to be completed. And we note that
regardless of the financial status of the city, and whether it would or would not ultimately
engage in a bankruptey filing, to be able to reaccess the U.S. capital markets the city will
be required to complete and file financial statements that are in accordan ce with the
applicable accounting principles and that have been the subject of an independent audit
done in acco rdance with required auditing standards.

While we have made significant progress to date, we have also identified a
number of what we believe are shortcomings and issues with priorinvestigations, some
of which we have previously discussed with you. Some of those shorfcomings have
resulted in relevant documents notbeing examined as part of previous examinations.
Also additional evidence has come to our attention, which has caused us to expand the
scope of our investigatio n through additional interviews and examination of additional
evidence.

Progress to Date

A summary of the progress made to date in ourinvestigation includes:

« Wehave completed review of approximately 350 boxes of documents from the
City's productions to law enforcement agencies for approximately 35 key
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individuals of interest and approximately 30 binders provided by the City
Aftorney.

Since late September we have reviewed approximately 250 boxes of
documents collected according to procedures described in a June 10,2005
memorandum to all City employees ("June 10, Memo") for approximately 35
key individuals of interest.

We have completed a review of more than 8,000 attorney-c lient privileged
documents (consisting of 60,000 pages) produced by SOCERS in response to
requests from the Audit Committee, US law enforcement agencies, the City
Council and City Attorney. Unfortunately due to technical problems
approximately 2,000 e-mail communications and approximately 600 e~-mail
attachments were notincluded in the information provided to the Audit
Committee. This will require additional follow-up as is further discussed
below.

In reviewing the work of V&E and Applied Discovery, we discovered that
about one-third of the data needed for V&E's review was not loaded in the
Applied Discovery database. This error required the Audit Committee to
completsly repeat the e-mail review performed by V&E.

We also reviewed approximately 65,000 non-privileged SD CER's documents,
and 17,500 electronic documents of key employees that were previously
reviewed by V&E.

We have reviewed the reports, memoranda, exhibits and related work product
of Vinson & Elkins {("V&E") prepared in connection with its investigation of
pension related matters on behalf of the City.

We have reviewed each of the seven reports and related exhibits issued by the
City Attorney in connection with his investigation of pension and Wastewater
related matters.

We are in the process of considering the evidence obtained to date as well as
that to be obtained, in order to reconcile the differing visws expressed by V&E
and the City Attorney in their separate reports.

We have met regularly with KPMG LLP (*KPMG"), theindependent auditors
of the City’s 2003 Comprehensive Annual Financial Report("CAFR") and
have provided updates on our progress. They are reviewing our work on an
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ongoing basis. We have undertaken procedures they have requested we
perform as well.

We have met with Macias Gini & Company, the independent auditors of the
City's 2004 CAFR.

We have mel reqularly with the staff of both the United States Attorney’s
Office ("US Attorney”) and the Securilies Exchange Commission (“SEC") and
have provided reports on our progress.

As part of our communication with the external auditors and law/ enforcement
agencies, we have agreed on what search terms we should use when
performing the requirsd electronic searches of documents such as email.
These searches are performed to identify relevant documents while avoiding
having to manually examine all the relevant hard copy docurments, a time
consuming and costly process.

We have made substantial progress in reviewing the City's previous CAFR's
for compliance with Generally Accepted Accounting Principles.

We brought to successful conclusion document collection in response toa
dozen outstanding government subpoenas. With minor exceptions, every
active employee has provided a written confirmation that all responsive
documents have been identified, and delivered to the City’s document
repository for production to the government.

In addition to document review, we have contacted approximately 50
individuals to arrange for intervisws and have commenced interviews related
to the Wastewater matter.

Steven M. Metz of Pricewaterhou seCoopers, LLP ("PWC") has been retained
to provide the Audit Committee with actuari al advice. We have conferred with
Mr. Metz to make sure that he understands the Audit Committee’s needs and
thie time-frame required. PWC has begun reviewing the actuarial valuations
used to prepare the 2003 CAFR by the City. This will aid the Audit
Commitiee in reaching a conclusion regarding the accuracy of the calculations
of the City's unfunded liability and its expected impact, including timing of
future payments. This will be important information in formulating an
zppropriate remedistion plan. The above procedures have also resulted in a
number of issues being identified in connection with thework of the Audit
Commitlee.
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Summary of Issues

A key objective of the investigation is to provide evidence necessary for the

extern al aud itors so that they can performthe necessary and required auditing steps,
including those steps required when there are allegations of fraud, prior to issuing their
opinion on the financial statements of the city. As previously mentioned, we have
identified shortcomings in prior investigations that have resulted in relevant documents
notbeing examined as partof prior investigations. As aresult, we have now been putin
the position of having to go back and get the documents that were not produced and
reviewed, and perform the necessary procedures. Short of doing that, we would be unable
to certify to the auditors and law enforcement agencies that we had done a thorough and
complate investigation.

The issues we have identified during the course of our investigation include:

Investigative procedures have determined that e-mail for the relevant period of
time, previously gathered by San Diego Data Processing Center ("SDDPC")
from the City's back-up tapes for analysis is incomplete. As a result,
documents that should have been searched for their relevancy to the
investigation were not. Itappears that most, if not all, of the e-mail extracted
from the City's back-up tapes was affected

As the City Attorney has pointed out, notall the refevant email boxes and
storage drives were searched in earlier investigations. Based on information
obtained to date, it has been determined that review of approximately 90 e-mail
mailboxes and records for additional individuals is necessary. We will also
perform a review on most of their directories on the City server. Additionally,
we will need to review approximately 40 hard drives of elected officials.

Facilitating the City's production of records to the SEC and US Attorney,
which had been requested as early as 2004, required more staff time and effort
than was initially anticip ated.

City Employees provided approximately 400 boxes of documents in response
the June 10, Memo. This volume of records is far greater than what was
initially expected. Review of this information will require more time than was
previously anticipated.

Information uncovered during our investigation has created the need to
conduct additional interviews.
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Electronic Mail

As previously noted, the database created by Applied Discovery and analyzed by
V&E failed to capture approximately 57,000 relevant e-mail files and refated
atachments. As aresull, itis necessary to recreate and search that database. We cannot
justsearch for files not examined in the initial investigation as Applied Discovery cannot
assure us as to which documents were or were notcaptured.

In addition to re-searching the 35 e-mail mailboxes reviewed by V&E, ourreview
will encompass approximately 60 additional e-mail mailboxes, of which 40 e-mail
mailboxes are for elected officials and senior staff, 10 e-mail mailboxes relate to
Wastewater and 10 are SDCERS e-mail mailboxes. Itis appropriate to consider these
individuals based on evidence we are aware of to date and to ensure a thorough
investigation. Our original work plan contemplated reviewing only a smali portion of
these additional e-mail mailboxes. However, based an documents examined to date and
what we now know, reviewing the communications of these additional individuals is
required.

Due to technical obstacles encountered by SDDPC when aftempling to previously
retrieve e-mail from the City's back-up tapes, it became clear that the methods previously
used by SDDPC to retrieve records were not reliable. Once again, we now understand
that documents for the relevant period of time were not captured and properly reviewed
for their relevancy to the investigation. As a result, we have spent a significant amount of
time working to identify and obtain missing data.

The City’s e-mail is maintained on the "GroupWise" system. E-mail
cornmunication is extracted from City back-up tapes using “Nexic Publisher” software
pefore the information can be searched. According to SDDPC and our technical experts,
Nexic Publisher does not properly capture some data. This issue appears to have
inconsistently affected many different e-mail mailboxes. Because the problem appears to
be somewhat random and unpredictable from mailbox to mailbox, we, along with
SDDPC, have not identified asimple, standardized solution. We considered having
SDDPC personnel manually correct this extraction problem. However, we believe this
manual process would be unreliable and therefore unacceptable. As of result, weare
unable to accurately estimate the total number of e-mails that will be captured by our
search of all relevant e-mail mailboxes using search terms and keywords. Based on
analysis of the 35 e-mail mailboxes that were previously incompletely reviewed, our
revised and agreed upon setof search terms will yield app roximately 185,000 e-mails.
As responsive e-mail was likely missed during prior Nexic Publisher extractions fromthe
GroupWise system, we will likely identify additional e-mail fromthese 35 e-mail
mailboxes that will also require review.
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Several options are available to address this problem. We and SDDPC believe the
most promising option involves retaining Novell, the software company that developed
GroupWise, to assist with extracting data from GroypWise. Novell has confirmed that it
has a software utility that searches and extrac ts data from the restored back-up tape and
eliminates the above identified issue. Currently, based on what we have been told by
Novell, we understand it will take up to a month to obtain the data we need using this
alternative.

Document Production

The procedure authorized on the June 10,2005 Memo was necessary to ensure to
the law enforcement agencies and other recipien ts of our reports, thatall City employess
complied, without exception, with the subpoenas. This procedure also was done to
ensure that all relevant documents were produced and appropriately made available for
the Audit Committee invastigation. Significant Audit Committee support of this process
was notanticipated in cur original work plan because it was expected the City Attorney's
Office and other City departments would be able complete the task in an expeditious and
timely manner. However, our involvement increased in order to complete a
comprehensive production to the SEC and US Attorney within a time frame that would
also allow us to complate our efforts as soon as possible. Our efforts required significant
staff time dedicated to making hundreds of follow-up calls to employees or their
supervisors to obtain written certifications of compliance with our requests. The process
also entailed hundreds of daily contacts with City employees to monitor and ensure
delivery of documents to the City's document repository. We also met regularly with
representatives of the City Attorn ey and City Manager's Offices fo follow-up and move
the production toward a timely completion. This process resulted in a substantially
greater volume of production than was expected, which will require a significant amount
of ime to review. For example, approximately 400 boxes of documents have been
produced fo date.

All of these records will be included in a database representing the documents
identified by City employees as being responsive to the various subpoenas served upon
the City. Largely as a result of the unexpectedly high volume of production by City
employees, creating this database will take longer and cost more than was originally
anticipated.

Wastewater

The initial work plan for investigatin g the Wastewater matter has been expanded.
Procedures completed to date have identified information that increased the scope of
investigation. More than 40 boxes of hard copy documents have already been reviewad.

Page 6 of 9
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As a result of reviewing those materials, conducting interviews, and gathering other
information, we have determined we will need to expand the scope of our investigation
beyond that contemplated in ouroriginal work plan. These procedures include:
interviewing additional witnesses; identifying and extracting data frome-mail mailboxes
belonging to employses and elected officials; and reviewing the files so identified. The
SEC staff, consistent with the SEC's policy in Seaboard, has accepted the Audit
Committee’s offer to completz an investigation of this matter and report back to the SEC
staff with the findings and determinati ons resuiting from the investigatio n.

San Diego City Employees’ Retirement System Records

Based on the results of our procedures, additional time will be required fo finish
investigating the records provided by SDCERS. Through our ongoing review of the
privileged SD CERS records, we identified additional individuals relevant to our
investigation. As a result, it will require more time than anticipated to finish
investigating the records provided by SDCERS including reviewing the records and
communications of these individuals.

We have discoversd technical problems through our review of these privileged
records that appear related to those described above. !t appears that due to these technical
issues approximately 2,000 e-mail communication s and approximately 600 e-mail
attachments were notincluded in the information provided to the Audit Committee. To
the best of our knowledge, these technical issuesalso may have affected the documents
provided fto the law enforcement agencies. Seltzer Caplan McMahon Vitek, on behalf of
SDCERS, is currently working to identify, locale, and produce the missing records and is
cooperating with us to resolve these technical issues. However, correcting these data
integ rity issues and reviewing the addition al files will be a time consuming process.

The Navigant investigation of SDCERS is underway. We have been informed the
investigatio n will be performed on a privileged and confidential basis. We believe this
decision is in error. Itis important that any documentary evidence that is identified that
has relevance to the investigations being performed by the law enfaorcement agencies or
Audit Committee be made available to all the appropriate parties in a timely fashion. The
recent document production by SDCERS has illustrated the importance of obtaining, on
an unfettered basis, all relevant documents. The production of those documents was
necessary and welcomed by the Audit Committee. However, any difficulties with respect
to future access to information could impact our ability to complete our lask in a timely
fashion.

We continue devoting unanticipated time and resources fo handling a number of
public records requests.

Page 7 of 9
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Impact of Document Production Issues

As a result of the issues we have identified as set forth above, the Audit
Committee has been required to expand the scope of its investigation. Howaver, until the
necessary documents can be obteined through the Novell solution, we will be slowing
down the process so as {o avoid unnecessary costs.

Until recently we have had approximately 25 junior attorneys, legal assistants and
Kroll employees reviewing documents on an expedited basis. Al the same time, we have
done initial interviews with respect to the Wastewater matter, and several dozen
additional pension-related interviews are being scheduled. Senior attorneys and Kroll
personnel are devoting hundreds of hours to defailed analysis of factual, legal and
accounting issues,as well as to supervision and coordination. In addition, we have had a
number of Kroll personnel performing forensic electronic data analysis. Some of this
analysis identified the previously mentioned issues with the investigatio ns. In total we
have approximately 50 people working on the investigation.

Once the necessary documents are obtained, which we currently understand will
be around the end of November, we will ramp our efforts back up and expedite our work
so as to complete our project. By ramping back up at that time to the staffing levels
previously mentionad, we believe we can review approximately 30,000 documents per
week. Once we have resolved the technical problem with extracting the e-mails from the
“GroupWise” systerm and have a better understanding of the number of documents we
will have to review, we will adjust our staffing levels to complete our work on a revised,
more definite schedule. For example, assuming we obtain 200,000 e-mail from
GroupWise to review, our review should be completed within 6-8 weeks. Thereafter,
interviews should be completed within 4-6 waeks and our final report should be
completed one month thereafter. We expect our staffing levels and expenses fo decrease
following document review as we focus on the final drafting of our report.

In the next month, as the City's data processing staff, vendors and we address the
technical problems with retrieving electron ic e-mails and are able to determine the
volume of data for our review, we will provide a more precise estimate of costs and
completion date. We are working closely with the City Manager as additional
information is obtained and we will be better able to estimate the costs necessary to
complete the investigation. However, without knowing if we must search and review
20,000 or 200,000 documents, we are not able to tell you with precision what our costs
will likely run.

It should be noted a number of the document production issuss raised above
should have previously been identified and resolved earlier on in the investigation
by SDDPC, Applied Discovery, V&E and/or the City Attorney's office. We have
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informed KPMG and the investigative agen cies about these issuesand they have
expressed an interestin seeing them resolved. Additional time will be required to ensure
that all the relevantevidence is obtained, considered, and provided to the law
enforcement agencizsand the external auditors. This additional time will make it
difficult to complete the process by the end of the year and will impact costs. As issues
are identified, we are attempting to find the mostcost effective and timely solutions to
resoive them, without compromising the integrity and thoroughness of the investigation.

Very truly yours,

- , ' 0
/ Lt _
. f e P
//A/(}_/‘ L‘ - \y*’l'«" L Lettacor

A rt fLavitt Lynn E. Turner
Audit Committee Member Audit Committee Member
. Jo L,
T D r a

Audit Committee Member

cc: Securities and Exchange Commission Staff

U.S. Attorney
KPMG LLP
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ITEM-335. Selecting Morgan Lewis and Bockius for Representation of the City of
San Diego in Matters with the U. S. Attorney.

DEPUTY MAYOR ATKINS’ RECOMMENDATION:

Adopt the following resolution:
(R-2006- ) ADOPTED AS RESOLUTION R-301015

Selecting Morgan Lewis and Bockius for Representation of the City of San Diego
in Matters with the U. S. Attorney;

Directing the City Attorney to prepare the necessary resolution.

SUPPORTING INFORMATION:

As part of the continued cooperation in the investigation of the City of San Diego, the Deputy
Mayor has docketed the selecting of Morgan Lewis and Bockius for representation of the City of
San Diego in matters with the U. S. Attorney.

Gattas

FILE LOCATION: MEET

COUNCIL ACTION: (Time duration: 2:05 p.m. ~2:06 p.m.)

MOTION BY MADAFFER TO ADOPT THE RESOLUTION TO APPROVE THE
SELECTION. Second by Peters. Passed by the following vote: Peters-yea, District 2-
vacant, Atkins-yea, Young-yea, Maienschein-yea, Frye-yea, Madaffer-yea, District 8-
vacant, Mayor-vacant.

T ITEM-S500: Three actions related to Fifth Amendment to Agreement with
Kroll, Inc. for Services Related to the Audit of the City’s Comprehensive Annual
Financial Report (CAFR); Fourth Amendment to Agreement with Willkie, Farr &
Gallagher to Provide Independent Legal Counsel to Kroll and the Audit

Committee on these Matters; and Acceptance of KPMG/Audit Committee Status
Report.
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(See memorandum from Audit Committee dated 10/25/2005.)

(Continued from the meeting of October 24, 2005, Item 203, at the request of the
Audit Committee, for further review.)

CITY MANAGER’S RECOMMENDATION:

Adopt the following resolutions:
Subitem-A: (R-2006- ) REMOVED FROM THE DOCKET

Authorizing a Fifth Amendment to the Agreement with Kroll Inc., in the amount
of $1,750,000 for continued provision of investigative services in their role as the
City’s Audit Committee, and consulting assistance in assessing internal control
deficiencies affecting matters discussed in the Vinson & Elkins and City Attorney
investigation reports, and directing the City Attorney to prepare applicable
resolution.

Subitem-B: (R-2006- ) REMOVED FROM THE DOCKET

Authorizing a Fourth Amendment to Agreement with Willkie, Farr & Gallagher
LLP in the amount of $1,250,000 for provision of independent legal counsel to
the City Audit Committee and Kroll in connection with the above matters, and
directing the City Attorney to prepare applicable resolution.

Subitem-C: (R-2006- ) NOTED AND FILED

Accepting the status reports of the Audit Committee and KPMG; directing the
City Attorney to prepare applicable resolution.

CITY MANAGER SUPPORTING INFORMATION:

In February of 2005, the City of San Diego ("City") entered into an agreement with Kroll, Inc.
("Kroll") to receive, review and evaluate the findings of the investigations performed by Vinson
& Elkins ("V&E") and the City Attorney, and to provide consulting assistance in assessing
internal control deficiencies affecting matters discussed in the investigation reports (see attached
agreement with Kroll). The original agreement was for a not-to-exceed amount of $250,000.
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Four subsequent amendments increased the not-to-exceed amount to $3,525,000, and another
amendment is before the Mayor and City Council today requesting an additional amount of
$1,750,000, bringing the total not-to-exceed amount to $5,275,000.

Kroll will also be utilizing independent legal counsel from the firm of Willkie, Farr & Gallagher
LLP ("Willkie, Farr"). Willkie, Farr's role will be to provide counsel and assistance to Kroll and
the Audit Committee in connection with the independent investigation into SDCERS finances
and disclosure, as well as with other matters that, in the judgment of the Audit Committee, may
require inquiry or investigation. Willkie, Farr will report exclusively to the Audit Committee,
serving with complete independence from the Mayor and City Council, the City, and the City's
departments, agencies and elected officials.

Funding for the retention of Willkie, Farr in the amount of $500,000 was approved by the Mayor
and City Council in May of 2005. Three subsequent amendments increased the not-to-exceed
amount to $2,650,000. An additional amendment is before the Mayor and City Council today,
requesting an additional $1,250,000 to cover estimated expenses for November through
December of Fiscal Year 2006, and would bring the total not-to-exceed amount to 3,900,000.

The requested funding is consistent with information presented to the Mayor and City Council on
October 10, at which time the City Manager's Office outline anticipated future spending
requirements for the audit and financial investigations.

Ewell/Villa/LI

Aud. Certs. 2600304 and 2600305.

Staff: Lisa Irvine — (619) 236-6070

FILE LOCATION: SUBITEMS A, B, & C: MEET

COUNCII, ACTION: (Time duration: 2:12 p.m. —5:32 p.m.)

Motion by Frye to direct the City Auditor to review Kroll’s billing; and direction to Kroll
to work with the City Auditor and to report back to Council in two weeks with the
protocol. Second by Young. Failed. 3456-yea; 1-7-nay; 28M vacant.
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DEPUTY!

UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF CALIFORNIA

January 2004 Grand Jury
Criminal Case No_ObC£Z£ﬂEBf§QJ

UNITED STATES OF AMERICA,

Plaintiff,

Title 18, U.S.C., Sec. 371 -
Conspiracy to Commit Wire and
Mail Fraud; Title 18, U.S.C.,
Secs. 1343 and 1346 - Wire

Fraud; Title 18, U.S.C.,

Secs. 1341 and 1346 - Mail Fraud;
Title 18, U.S.C., Sec. 2 -
Aiding and Abetting

V.

RONALD SAATHOFF (1),
CATHY LEXIN (2),
TERESA WEBSTER (3),
LAWRENCE GRISSOM (4),
LORAINE CHAPIN (5),

" Defendants.

N N et e e e i e M e e e e

The grand jury charges:

INTRODUCTORY ALLEGATIONS

At all times relevant to this indictment:'

The San Diego Cityv Emplovees’ Retirement System

1. Thefkﬂ1DiegoCﬁi3zEmployees’ Retirement System (hereinafter

“SDCERS”) administered the funds used to provide retirement, health

insurance, disability and death benefits to current, former, and

retired city employees and their beneficiaries. The City of San Diego

(hereinafter "“the City”) was SDCERS’ plan sponsor. As the plan

sponsor, the City was responsible for providing SDCERS with sufficient

JBO:nlv(2) :San Diego
1/6/06
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San Diego's Pension Crisis

City's financial picture worse than ever, Sanders says

By Matthew T. Hall
UNION-TRIBUNE STAFF WRITER

January 7, 2006

Two hours after federal indictments were announced yesterday, Mayor Jerry Sanders delivered the grim
news that San Diego's finances, dismal for two years, are worse than ever.

He labeled San Diego "a national embarrassment" and said, "Our
general fund is a disaster, and the city's lost the trust and confidence of §
our citizens."

Sanders, a former police chief who became mayor just last month,said
the pension deficit could be $2 billion — $600 million more than
previously estimated. That will put an even greater strain on the city's
tight operating budget.

"We don't know the depth of the problem right now," he said.

Sanders made his remarks at an afternoon news conference with City

Attorney Michael Aguirre, a rare show of collaboration at a City Hall EARNIE GRAFTON / Union-Tribune
- . . . . . nion-1ribune

riven by animosity and name-calling among its elected officials last City Attorney Michael Aguirre (left) and Mayor Jerry

year. Sanders discussed the federal indictments during an
afternoon news conference yesterday in City Hall.

Analysts who measure the city's ability to make its bond payments
wouldn't speculate on what effect the indictments might have on their decision-making, but one said the city's credit rating
depends on completing its overdue financial audits.

"What we're waiting for are audited financial statements and without that we cannot even begin to consider reinstating their
rating,” said Paul Dyson, an analyst with Standard and Poor's ratings services.

"The pension indictments aside, that's basically our position."
The consulting firm the city hired to independently investigate San

Diego's finances also faces new difficulties following the indictments. | S C E R S

BOARD OF ADMINISTRATION

Troy Dahlberg, a managing partner for Kroll Inc., said the criminal
allegations will now have to be reviewed, but the firm will not have

access to the interviews conducted by government attorneys.

"We are not privy to the evidence that's gathered by any of the
govemnmental agencies," Dahlberg said. "It's on our shoulders to go
out and do our own investigation."

. ' i K.C. ALFRED / Union-Tribune
He said Kroll, a New York-based risk management firm, has not been  Pictures of some of the new members of the San Diego
provided all of the e-mail for two of the officials indicted, former City Employees Retirement System's board of directors

were on display in the lobby of the pension system'’s

pension system administrator Lawrence Grissom and general counsel office

Loraine Chapin.

http://signonsandiego. printthis.clickability.com/pt/cpt?action=cpt&title=SignOnSanDiego.c... 2/1/2006
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The consultants from Kroll are investigating questions about failures to properly disclose financial information about the
city's employee pension fund and its wastewater system.

Yesterday's indictments are the first federal criminal charges filed in a two-year corruption investigation by the U.S.
Attorney's Office. A separate investigation by the Securities and Exchange Commission into possible securities fraud
continues.

Sanders said he needs an independent actuary's evaluation to determine the exact amount of the pension deficit. The current
estimates don't factor in $500 million or more the city has in unfunded retiree health care costs.

Once he has a solid figure, Sanders will know how much the city will have to pay into the fund next fiscal year.

Aguirre estimates the city's payment may range from $200 million to $300 million, figures he called "very staggering ...
under the best circumstances."

The city's current general fund budget is $865 million. It pays for daily operating expenses such as roads, parks and public
safety.

Sanders has until April 15 to prepare next year's budget under the new strong-mayor system of government. The new fiscal
year starts July 1.

The mayor said he and other top officials are "clearly ... taking steps to put our financial house in order.”

He said in the past year the city has gained a new city attorney, a new auditor and a new mayor surrounded by new
administrators, including the city's first chief financial officer.

Sanders said he has scheduled a trip to San Francisco in the next few weeks to discuss the staffing and other changes with
rating agencies. The agencies have been slashing San Diego's credit rating for the past two years, making it impossible to
borrow money from the bond market. The $3.6 billion San Diego City Employees Retirement System has about 17,000
participants. More than 6,000 retirees, survivors and spouses are receiving benefits currently.

By the last estimate, San Diego's penéion system has less than two-thirds of the money it will need for employees who retire
in the future.

The city has pumped nearly $300 million into the pension system since July 1, 2004.
San Diego's fiscal calamities are well documented.

The city hasn't issued an annual audit since 2002, and that one misstated the city's net assets by $640 million, a more
egregious overstatement than Enron made when it restated $580 million in revenue in 2001 before going bankrupt.

The auditing delays led one Wall Street rating agency to suspend the city's credit rating in 2004. Two other agencies have cut
the city's ratings several times since city officials acknowledged in January 2004 hiding a growing pension deficit.

KPMG, the firm auditing the city's 2003 books, demanded the city conduct an internal investigation into a long and varied list
of employee wrongdoing, which is being done. Once that's completed, KPMG officials say they can finish their audit.

The city has been billed $24 million by several consulting firms investigating the city's failure to properly disclose its
financial woes.

Steven Feinstein, a professor of finance at Babson College, a well-regarded business school near Boston, said the practical
effect of the indictments may not ripple through the Wall Street rating agencies.

"They don't rate ethics,” Feinstein said. "They rate the ability of the city to pay."

http://signonsandiego.printthis.élickability.com/pt/cpt‘?action=cpt&title=SignOnSanDiego.c... 2/1/2006
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He said that rating agencies would consider the U.S. attorney's case in two distinct ways.
"If the rating agency looks at it as they're rooting out wrongdoing, that's good news going forward," Feinstein said.

The flip side, he said, is the possibility "that this was the tip of the iceberg and there are other people responsible,” which
could make analysts anxious.

Feinstein said either way the development marks a turning point. "Even if they don't root out all the fraud or alleged fraud,
anybody who was perpetuating the fraud has been put on notice that they won't get away with it."

mMatthew Hall: (619) 542-4599; matthew.hall@unioentrib.com

Find this article at: .
http://www.signonsandiego.com/news/metro/pension/20060107-9999-1n7finances.html

™ Check the box to include the list of links referenced in the article.
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Not Requesting, Insisting

By ANDREW DONGCHUE
Voice Staff Writer
Tuesday, Dec. 20, 2005

Consultants preparing the investigation into alleged wrongdoing at City Hall will likely return to the City Council in
January to seek authorization for another $9 million to $11 million to complete the probe. Whether the consultants will
be asking for the money or demanding it is a matter for interpretation.

A number of council members who have fully supported the consultants' work to date have signaled their intent to
question whether the payment is worthwhile, as the costs and scope of the investigation have grown dramatically in
recent months.

However, the consultants say the resolution the City Council passed in March authorizing the investigation essentially
called for them to receive whatever funding necessary to complete the investigation.

"We wanted that empowerment so that they wouldn't interfere with the investigation improperly," said Troy Dahlberg,
a partner with Kroll, Inc., a private firm conducting the investigation.

The unexpected escalation of the costs and duration of Kroll's probe underscore the city's financial mess and the
lengthy, costly route it has taken to repair financial disclosure issues that first surfaced in late 2003 and have left it
excluded from Wall Street.

The effort to produce an investigative report satisfactory to the Securities and Exchange Commission and outside
auditor began in February 2004 after questions arose surrounding the veracity of the city's financial reporting to
investors and the public.

Since then, the cash-strapped city has spent $26 million on 19 different consultants to help untangle its financial
mess. The struggle was highlighted last week when council members were told that accountants and attorneys for
the audit committee had billed the city for $3.3 million more than they were authorized.

"While | know this isn't cheap, what price do we put on putting the city's fiscal house in order?" City Councilman Jim
Madaffer said.

The unauthorized billings irked some council members. But Dahlberg pointed to the council's creation of the audit
committee as justification for the new billings.

On March 8, the City Council authorized Dahlberg and two former leaders of the Securities and Exchange
Commission to comprise "the Audit Committee of the City as contemplated by the Sarbanes-Oxley Act of 2002.” The
resolution cites the sections of Sarbanes-Oxley -- federal legislation that tightened financial reporting and accounting
regulations in the wake of corporate scandals -- that apply to audit committees.

Found within those listed sections of the federal legislation is the following sentence: "Funding -- Each issuer shall
provide for appropriate funding, as determined by the audit committee, in its capacity as a committee for the board of
directors, for payment of compensation."

Dahlberg said this passage is critical to the independence his group needs to complete the investigation.

"The reason we agreed to do the audit committee thing was the understanding that we would be dealt with under
Sarbanes-Oxley. Because if not, it would have been a loser from the start,” he said. "We would not agree to take on a
position or responsibility where we would not get the resources to do it completely.”

The issue of independence in an investigator has been key in San Diego. The audit committee's predecessors, law
firm Vinson & Elkins, spent 18 months on the job, collected $6 million and produced two reports that were rejected for
their lack of independence by both the SEC and the city's outside auditors, KPMG.

http://www.voiceofsandiego.org/site/apps/s/content.asp?c=eulL TIbMUKvH&b=291837&ct... 2/1/2006
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Audit committee officials have stressed this need for independence, especially in the face of questions surrounding its
billing practices. When City Attorney Mike Aguirre expressed concern a number of months ago that Kroll wasn't
complying with the city's billing procedures and producing detailed bills, Kroll officials said it was necessary to their
independence to maintain such austere records.

But that independence can also interfere with financial prudence in a city that has been forced to trim the basic
services it provides to residents in order to deal with its problems.

"We certainly do not want to stand in the way of independence, but at the same time we are a city with great financial
problems. And there has to be a way to balance this. That attitude that they are authorized to spend anything they
want is not a helpful attitude,” said City Councilwoman Donna Frye.

Frye, who voted for the ordinance, said council members were told originally that the audit committee's investigation
would only likely last a few months and cost a few hundred thousand dollars. She called Dahlberg's interpretation of
the resolution "ridiculous.”

"If that is in effect true, they could spend any amount of money they wanted to without having to run it past us," Frye
said.

The council originally authorized the Kroll's contract for $250,000, but it was understood they would likely come back
to seek further funds when the original contract was inked. Now the crew and its attorneys have been authorized for
more than $6 million. Former SEC chief Arthur Levitt, who heads the group, bills at $900 an hour.

"They never voted on a number," Dahlberg said. "But there was never any reason to believe they weren't going to
support it because it was what needed to get done."

Audit committee officials said their work has essentially been on hold since early November because they had
exhausted their authorized funds. However, the new billings indicate that work was done after the authorized funds
had been run through. ‘

Audit committee officials say that glitches in the city's data processing system have delayed the investigation, which
had been slated to be finished by this month. The documents are being sorted and Dahlberg said an accurate
timeline for completion can be offered once it is known how many e-mails remain to be searched.

"We did not envision originally it would be so difficult to get access to and get our hands on documents that were so
important to the investigation,” Dahlberg said.

New Mayor Jerry Sanders has been waiting for specific timeline and budget estimates from Kroll to hold a City
Council hearing to authorize additional funding. A special session has been called for Tuesday, but Kroll's budget
won't be voted on. An update on the investigation will be given to council members and they will be asked to
authorize funds for one of the data collection agencies working with Kroll.

City Attorney Mike Aguirre said the audit committee has sufficient information to complete its reports.

"This group of very sophisticated New York operatives are exploiting reform in order to line their pockets with
unearned money, and they are making the situation worse," he said.

Please contact Andrew Donohue directly at andrew.donohue@voiceofsandiego.orgwith your thoughts, ideas,
personal stories or tips.
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Audit Committee
of the
City of San Diego

January 13, 2006

Honorable Mayor Jerry Sanders
City of San Diego

City Administration Building
11th Floor, 202 C Street

San Diego, CA 92101

Council President Scott Peters
City of S8an Diego

202 C Street

MS #10A

San Diego, CA 92101

Re; Audit Commitiee Investication

Dear Honorable Mayor Sanders and Council President Peters;

We understand the City Council will be voting on fimding for the Audit Committee next -
week. We appreciate this and very much look forward to a timely and expeditious
completion of the investigation at the earliest possible date. Completion of the
investigation is an important step in obtaining audited financial statements, restoring
credit ratings and facilitating cooperation with the investigation by the Securities and

~ Exchange Commission.

Since our update to the City Council on October 25, we limited our work to gathering and
quantification of electronic data relevant to our investigation, as we informed you we
would, to limit costs. We worked with Novell and San Diego Data Processing
Cotporation (“SDDPC™) to identify and extract the email mailboxes from fhe restored
back-up tapes and convert the data into a searchable format. SDDPC and the City’s
Chief Information Officer, Rey Arellano, continue working with the Audit Committee to
complete the process of obtaining the hard drives and H drives related to the
investigation. Novell has also been identifying archive emails located on the hard drives
and H drives we have obtained. NTI Breakwater completed searching the data from
email mailboxes and other data sources, Applied Discovery has uploaded email data and
has been working with the Audit Committee to confirm and document the accuracy of the
uploaded information. Although we have completed the upload of the email, we are in
the process of obtaining and searchmg the remaining data so that it may be uploaded to
Applied Discovery.
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Given the document production that has now been accomplished, we estimate that the
professional fees for services not yet incurred, to complete the remaining work hecessary
tor the investigation and issuance of our work are in the range of approximately $7
million to $10 million. This estimated range is also set forth in the attached draft
resolution. In addition, the draft resolution notes there is also approximately $3.3 million
in billed and unbilled services that have been not paid at this time, Once this funding is
approved, we will commence immediately to ramp back up the necessary staff and
complete the necessary steps. In December we met with staff of Councilmembers and
the Mayor and reviewed in greater granularity the details of our costs. As we mentioned
then, for the investigation to accomplish its goal, and to have value to the City, it is
important the integrity of the process be maintained including the independence and
where appropriate, the confidentiality of the investigation. This is entirely consistent .
with such investigations in the private sector and by law enforcement agencies.

We look forward to the City Council’s decision on the funding and completion of the
project. If the Council determines not to approve the funding, we assume that will be
consistent with a decision not to complete the investigation. Of course, the City’s
cooperation in completing the work that needs to be done is important.

Should you have any questions, please feel free to contact either myself or Troy
Dahlberg.

' Sincerely,
‘%m 2 Tomco”

| Lynn E. Turner
Audit Committee member

ce: Arthur Levitt, Audit Committee member .
Troy Dahlberg, Audit Committee member
Council President Pro Tem Tony Young
Councilmember Toni Atking
Councilmember Donna Frye
Councilimember Jim Madaffer
Councilmember Brian Maienschein

Attachment
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THE CITY OF SAN DIEGO, CALIFORNIA
MINUTES FOR REGULAR COUNCIL MEETING
OF
TUESDAY, JANUARY 17, 2006
AT 10:00 AM.

IN THE COUNCIL CHAMBERS - 12TH FLOOR
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* ITEM-101: Declaring a Continued State of Emergency Regarding the Discharge of Raw
Sewage from Tijuana, Mexico.

(District 8.)

TODAY’S ACTION IS:

Adopt the following resolution:
(R-2006-289) ADOPTED AS RESOLUTION R-301152

Declaring a Continued State of Emergency regarding the discharge of raw sewage
from Tijuana, Mexico.

FILE LOCATION: GEN’L- State of Emergency Regarding the Discharge of
Raw Sewage from Tijuana, Mexico

COUNCIL ACTION: (Time duration: 10:58 a.m.—11:01 a.m.)

CONSENT MOTION BY MADAFFER TO ADOPT. Second by Atkins. Passed by the
following vote: Peters-yea, District 2-vacant, Atkins-yea, Young-yea, Maienschein-yea,
Frye-yea, Madaffer-yea, District 8-vacant.

—=# JTEM-200: Accepting the Report of the Audit Committee.

TODAY’S ACTION IS:

Adopt the following resolution:
(R-2006-603) ADOPTED AS RESOLUTION R-301170
Accepting the report of the Audit Committee;
Authorizing the Auditor and Comptroller to appropriate and expend revenue
and/or expenditure savings projected to be higher than budgeted levels in an

amount not to exceed $10 million for additional expenses related to the Audit
Committee’s on-going investigations.
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SUPPORTING INFORMATION:

The Audit Committee, as part of an on-going investigation of the City’s 2003 financial
statements, has been asked to give an update to the City Council. As part of the report
the Mayor will ask the City Council to approve an amount not to exceed $10 million for
additional expenses related to this committee’s investigatory work. This amount,
combined with past allocations for the Audit Committee, reflects a total amount not to
exceed $16.2 million.

(Gattas
Aud. Cert. 2600539

FILE LOCATION: MEET

COUNCIL ACTION: (Time duration: 2:06 p.m. —4:15 p.m.)

MOTION BY MADAFFER TO ADOPT THE RESOLUTION ACCEPTING THE
REPORT OF THE AUDIT COMMITTEE AND AUTHORIZE THE AUDITOR TO
APPROPRIATE AND EXPEND REVENUE IN AN AMOUNT NOT TO EXCEED $10
MILLION FOR EXPENSES RELATED TO THE AUDIT COMMITTEE’S ON-GOING
INVESTIGATIONS FROM THE GENERAL FUND EXCESS PROPERTY TAXES.
DIRECT THE CITY ATTORNEY TO WORK WITH THE MAYOR AND
FINANCING STAFF AND RETURN TO COUNCIL AT A LATER DATE WITH A
LEGAL ANALYSIS AND ALLOCATION METHODOLOGY FOR THOSE FUNDS.
Second by Peters. Passed by the following vote: Peters-yea, District 2-vacant, Atkins-
yea, Young-yea, Maienschein-yea, Frye-nay, Madaffer-yea, District 8-vacant.

=& [TEM-201: Fifth Amendment to Agreement with HDR Engineering Inc. for
Construction Management/Program Manager Services for Metropolitan
Wastewater Department.

(Rancho Bernardo, San Pasqual, and Lake Hodges Community Areas. District 5.)

(Continued from the meeting of December 5, 2005, Item S402, at the request of
the City Attorney, for further review.)
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Audit Committee
of the
City of San Diego

January 25, 2006

Honorable Jerry Sanders

Mayor of the City of San Diego
Mr, Seott Peters

President, San Diego City Council
City of San Diego

202 C Street, Suite 900

San Diego, CA 92101

Dear Sirs:

On January 17, 2006 we appeared before the City Council in support of and to respond to
questions related to a request for funding for the Audit Committee to complete its investigation,
In advance of the City Council meeting we submitted a letter to each of you, dated January 13,
2006, providing an update of our work and attaching a draft resolution making plain that, in
addition to the $7-$10 million forecasted range of professional fees for the Audit Committee and
its counsel (exclusive of out-of-pocket expenses), the following amounts were outstanding for
billed and unbilled time:

Billed Unbilled Totals
Kroll $1,549,881.17 400,000.00
Willkie Farr & 939,683.73 400,000.00
Gallagher LLP
$2,489,564.90 $800,000.00 \ $3.289,564.90

Therefore, the total funding required by the Audit Committee to complete its work was in the
range of $10.3 - $13.3 million. We understand the City Council authorized an expenditure of up
to $10 million for the Audit Committee to complete its work, which, as we have noted
repeatedly, is an important step in obtaining audited financial statements, restoring the City’s

2



o A P
JAN. 27,2006 2:510M KROLL 213 443 6054 NO. 1360  P. 3

Scott Peters
January 25, 2006
Page 2

Audit rating and facilitating cooperation with law enforcement. The Audit Committee will do
everything it can to complete the investigation in an efficient and timely manner, consistent with
its independence and obligation to be thorough. Be advised, however, the authorized level of
funding, based on our present best estimate, will very likely fall short of the funding required to
complete the investigation by as much as approximately $3.3 million.

Sincerely Yours,

Troy Dahlberg, Audit Committee member

e Kevin Faulconer, Councilmember
Toni Atkins, Councilmember
Tony Young , Councilmember Pro Tem
Brian Maienschein, Councilmember
Donna Frye, Councilmember
Jim Madaffer, Councilmember
Ben Hueso, Councilmember
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INTERIM REPORT NO. 7
SDCERS ATTORNEY-CLIENT PRIVILEGE

DOCUMENTS RELEASED UNDER FEDERAL COURT ORDER

REPORT OF THE
SAN DIEGO CITY ATTORNEY

MICHAEL J. AGUIRRE

OFFICE OF
THE CITY ATTORNEY
CITY OF SAN DIEGO

1200 THIRD AVENUE, SUITE 1620
SAN DIEGO, CALIFORNIA 92101-4178
TELEPHONE: (619) 236-6220

6 DECEMBER 2005



In addition to the failure to comply with the ‘disclosure’ and ‘record’ elements of

section 1091.5, it appears adoption of this ordinance implicated only Board

member Saathoff’s interests, and therefore would constitute an ‘individual’

contract, rather than a contract between two public agencies, such that neither the

‘non-interest’ or ‘remote interest’ exceptions could be applied.**
Moreover, Leone restated his opinion that it is likely that the contract would be voided as a result
of conflict of interest violations.®®

Leone also found that the benefit enhancements approved by the City Council in 2002
were contingent on the SDCERS Board lowering the trigger from 82.3 percent as established in
the 1996 Manager’s Proposal I to 75 percent. Leone wrote:

The evidence is clear that the City promised its unions enhanced retirement

benefits, contingent on the Board’s adoption of Manager’s Proposal I1. The

evidence is likewise clear that the linkage between enhanced retirement benefits

for City employees, and adoption of a new “contribution agreement” was

repeatedly emphasized in communications between City labor negotiators and

SDCERS Board members.*

SDCERS and the City entered into a settlement with the plaintiff in the case in August
2004.%

IV.
CONCLUSION
An analysis of several thousand documents released by SDCERS in September 2005

under Federal Court order provides additional evidence illustrating that retirement benefits

6% 13 May 2004. Seltzer Caplan McMahon Vitek opinion to Lawrence Grissom. Re: James F.
Gleason, etc. v. San Diego City Employees’ Retirement. P. 27. (Exhibit 46)

8513 May 2004. Seltzer Caplan McMahon Vitek opinion to Lawrence Grissom. Re: James F.
Gleason, etc. v. San Diego City Employees’ Retirement. P. 28. (Exhibit 46)

66 13 May 2004. Seltzer Caplan McMahon Vitek opinion to Lawrence Grissom. Re: James F.
Gleason, etc. v. San Diego City Employees’ Retirement. P. 7. (Exhibit 46)

%7 16 September 2004. Vinson and Elkins’ “Report on Investigation.” P. 98. (Exhibit 47)
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granted by the City Council as part of Manager’s Proposal II was part of a quid pro quo
arrangement to entice the SDCERS Board to lower the 82.3 percent funding trigger.

The release of the documents also specifically illustrates there is substantial evidence that
officials and trustees of SDCERS violated Government Code 1090 and there is also substantial
evidence these officers also violated their fiduciary duty to the pension system.

Documents released by SDCERS show there is substantial evidence certain Board
members violated their duties as trustees of the pension trust by placing their personal financial
interests over maintaining the financial integrity of the pension trust. The violations were then
compounded by the SDCERS Board’s refusal to correct the illegal acts by keeping Manager’s
Proposal II in place, until it was made the subject of civil litigation.

The documents released by SDCERS also contain substantial evidence that SDCERS
officials withheld key information from the public, the City of San Diego and certain individuals
on the SDCERS Board. The City Attorney’s Office is currently investigating whether city and
SDCERS officials engaged in related obstruction of justice. This inquiry will be the subject of a

later Interim Report.

By

Michael J. Aguirre
City Attorney
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Internal Control in a Financial Statement Audit 321

AU Section 319

Consideration of Internal Conirol in a
Financial Statement Audit

Source: SAS No. 55; SAS No. 78; SAS No. 94."

Effective for audits of financial statements for periods beginning on or affer January
1, 1990, unless otherwise indicated.

Introduction

.01 This section provides guidance on the independent auditor’s consid-
eration of an entity’s internal control in an audit of financial statements in
accordance with generally accepted auditing standards. It defines internal
control,! describes the objectives and components of internal control, and
explains how an auditor should consider internal control in planning and
performing an audit. In particular, this section provides guidance about imple-
menting the second standard of field work: “A sufficient understanding of
internal control is to be obtained to plan the audit and to determine the nature,
timing, and extent of tests to be performed.”

.02 In all audits, the auditor should obtain an understanding of internal
control sufficient to plan the audit by performing procedures to understand the
design of controls relevant to an audit of financial statements and determining
whether they have been placed in operation. In obtaining this understanding,
the auditor considers how an entity’s use of information technology (IT)* and
manual procedures may affect controls relevant to the audit. The auditor then
assesses control risk for the assertions embodied in the account balance,
transaction class, and disclosure components of the financial statements.

.03 The auditor may determine that assessing control risk below the
maximum level® for certain assertions would be effective and more efficient

" This section has been revised to reflect the amendments and conforming changes necessary due
to the issuance of Statement on Auditing Standards No. 78, effective for audits of financial state-
ments for periods beginning on or after January 1, 1997. The amendments are made to recognize the
definition and description of internal control contained in Internal Control—Integrated Framework,
published by the Committee of Sponsoring Organizations of the Treadway Commission (COSO
Report). This section has also been amended to reflect the issuance of Statement on Auditing
Standards No. 94, effective for audits of financial statements for periods beginning on or after June
1, 2001. Earlier application is permissible.

! Internal control also may be referred to as internal control structure.

2 Information technology (IT) encompasses automated means of originating, processing, storing,
and communicating information, and includes recording devices, communication systems, computer
systems (including hardware and software components and data), and other electronic devices. An
entity’s use of IT may be extensive; however, the auditor is primarily interested in the entity’s use of
IT to initiate, record, process, and report transactions or other financial data.

3 Control risk may be assessed in quantitative terms, such as percentages, or in nonquantitative
terms that range, for example, from a maximum to a minimum. The term maximum level is used in
this section to mean the greatest probability that a material misstatement that could occur in a
financial statement assertion will not be prevented or detected on a timely basis by an entity’s
internal control.

AICPA Professional Standards AU §319.03



322 The Standards of Field Work

than performing only substantive tests. In addition, the auditor may determine
that it is not practical or possible to restrict detection risk to an acceptable level
by performing only substantive tests for one or more financial statement
assertions. In such circumstances, the auditor should obtain evidential matter
about the effectiveness of both the design and operation of controls to reduce
the assessed level of control risk. Such evidential matter may be obtained from
tests of controls planned and performed concurrent with or subsequent to
obtaining the understanding.* Such evidential matter also may be obtained
from procedures that were not specifically planned as tests of controls but that
nevertheless provide evidential matter about the effectiveness of the design
and operation of the controls. For certain assertions, the auditor may desire to
further reduce the assessed level of control risk. In such cases, the auditor
considers whether evidential matter sufficient to support a further reduction
is likely to be available and whether performing additional tests of controls to
obtain such evidential matter would be efficient.

.04 Alternatively, the auditor may assess control risk at the maximum
level because he or she believes controls are unlikely to pertain to an assertion
or are unlikely to be effective, or because evaluating the effectiveness of
controls would be inefficient. However, the auditor needs to be satisfied that
performing only substantive tests would be effective in restricting detection
risk to an acceptable level. When evidence of an entity’s initiation, recording,
or processing of financial data exists only in electronic form, the auditor’s
ability to obtain the desired assurance only from substantive tests would
significantly diminish.

.05 The auditor uses the understanding of internal control and the as-
sessed level of control risk in determining the nature, timing, and extent of
substantive tests for financial statement assertions.

Definition of Internal Control

.06 Internal control is a process—effected by an entity’s board of directors,
management, and other personnel—designed to provide reasonable assurance
regarding the achievement of objectives in the following categories: (e) reliabil-
ity of financial reporting, (b) effectiveness and efficiency of operations, and (¢)
compliance with applicable laws and regulations.

.07 Internal control consists of five interrelated components:

a. Control environment sets the tone of an organization, influencing the
control consciousness of its people. It is the foundation for all other
components of internal control, providing discipline and structure.

b. Risk assessment is the entity’s identification and analysis of relevant
risks to achievement of its objectives, forming a basis for determining
how the risks should be managed.

¢. Control activities are the policies and procedures that help ensure .
that management directives are carried out.

d. Information and communication systems support the identification,
capture, and exchange of information in a form and time frame that
enable people to carry out their responsibilities.

e. Monitoring is a process that assesses the quality of internal control
performance over time.

4 Ifthe auditor is unable to obtain such evidential matter, he or she should consider the guidance
in section 326, Evidential Matter, paragraphs .14 and .25.

AU §319.04 Copyright © 2005, American Institute of Certified Public Accountants, Inc.
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Relationship Between Objectives and Components

.08 There is a direct relationship between objectives, which are what an
entity strives to achieve, and components, which represent what is needed to
achieve the objectives. In addition, internal control is relevant to the entire
entity, or to any of its operating units or business functions. This relationship
is depicted as follows:

Objectives
&
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.09 Although an entity’s internal control addresses objectives in each of
the categories referred to in paragraph .06, not all of these objectives and
related controls are relevant to an audit of the entity’s financial statements.
Also, although internal control is relevant to the entire entity or to any of its
operating units or business functions, an understanding of internal control
relevant to each of the entity’s operating units and business functions may not
be necessary to plan and perform an effective audit.

Financial Reporting Objective

.10 Generally, controls that are relevant to an audit pertain to the entity’s
objective of preparing financial statements for external purposes that are fairly
presented in conformity with generally accepted accounting principles or a
comprehensive basis of accounting other than generally accepted accounting
principles.’

Operations and Compliance Objectives

.11 The controls relating to operations and compliance® objectives may be
relevant to an audit if they pertain to data the auditor evaluates or uses in
applying auditing procedures. For example, controls pertaining to nonfinancial

5 The term comprehensive basis of accounting other than generally accepted accounting principles
is defined in section 623, Special Reports, paragraph .04. Hereafter, reference to generally accepted
accounting principles in this section includes, where applicable, an other comprehensive basis of
accounting.

8 An auditor may need to consider controls relevant to compliance objectives when performing an
audit in accordance with section 801, Compliance Auditing Considerations in Audits of Governmental
Entities and Recipients of Governmental Financial Assistance.

AICPA Professional Standards -AU §319. 11
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data that the auditor uses in analytical procedures, such as production statis-
tics, or pertaining to detecting noncompliance with laws and regulations that
may have a direct and material effect on the financial statements, such as
controls over compliance with income tax laws and regulations used to deter-
mine the income tax provision, may be relevant to an audit.

.12 An entity generally has controls relating to objectives that are not
relevant to an audit and therefore need not be considered. For example,
controls concerning compliance with health and safety regulations or concern-
ing the effectiveness and efficiency of certain management decision-making
processes (such as the appropriate price to charge for its products or whether
to make expenditures for certain research and development or advertising
activities), although important to the entity, ordinarily do not relate to a
financial statement audit. Similarly, an entity may rely on a sophisticated
system of automated controls to provide efficient and effective operations (such
as a commercial airline’s system of automated controls to maintain flight
schedules), but these controls ordinarily would not be relevant to the financial
statement audit and therefore need not be considered.

Safeguarding of Assets

.13 Internal control over safeguarding of assets against unauthorized
acquisition, use, or disposition may include controls relating to financial re-
porting and operations objectives. This relationship is depicted as follows:

Safeguarding
of Assets

syun

suodung

In obtaining an understanding of each of the components of internal control to
plan the audit, the auditor’s consideration of safeguarding controls is generally
limited to those relevant to the reliability of financial reporting. For example,
use of a lockbox system for collecting cash or access controls, such as passwords,
that limit access to the data and programs that process cash disbursements
may be relevant to a financial statement audit. Conversely, controls to prevent
the excess use of materials in production generally are not relevant to a
financial statement audit.

Application of Components to a Financial Statement Audit

.14 The division of internal control into five components provides a useful
framework for auditors to consider the impact of an entity’s internal control in
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an audit. However, it does not necessarily reflect how an entity considers and
implements internal control. Also, the auditor’s primary consideration is
whether a specific control affects financial statement assertions rather than its
classification into any particular component. Controls relevant to the audit are
those that individually or in combination with others are likely to prevent or
detect material misstatements in financial statement assertions. Such controls
may exist in any of the five components.

.15 The five components of internal control are applicable to the audit of
every entity. The components should be considered in the context of—

® The entity’s size.

The entity’s organization and ownership characteristics.
The nature of the entity’s business.

The diversity and complexity of the entity’s operations.
Applicable legal and regulatory requirements.

The nature and complexity of the systems that are part of the entity’s
internal control, including the use of service organizations.’

Effect of Information Technology on Internal Control

.16 An entity’s use of IT may affect any of the five components of internal
control relevant to the achievement of the entity’s financial reporting, opera-
tions, or compliance objectives, and its operating units or business functions.
For example, an entity may use IT as part of discrete systems that support only
particular business units, functions, or activities, such as a unique accounts
receivable system for a particular business unit or a system that controls the
operation of factory equipment. Alternatively, an entity may have complex,
highly integrated systems that share data and that are used to support all aspects
of the entity’s financial reporting, operations, and compliance objectives.

.17 The use of IT also affects the fundamental manner in which transac-
tions are initiated, recorded, processed, and reported.® In a manual system, an
entity uses manual procedures and records in paper format (for example,
individuals may manually record sales orders on paper forms or journals,
authorize credit, prepare shipping reports and invoices, and maintain accounts
receivable records). Controls in such a system also are manual and may include
such procedures as approvals and reviews of activities, and reconciliations and
follow-up of reconciling items. Alternatively, an entity may have information
systems that use automated procedures to initiate, record, process, and report
transactions, in which case records in electronic format replace such paper
documents as purchase orders, invoices, shipping documents, and related
accounting records. Controls in systems that use IT consist of a combination of
automated controls (for example, controls embedded in computer programs)
and manual controls. Further, manual controls may be independent of IT, may
use information produced by IT, or may be limited to monitoring the effective
functioning of IT and of automated controls, and to handling exceptions. An
entity’s mix of manual and automated controls varies with the nature and
complexity of the entity’s use of IT.

7 See section 324, Service Organizations, for guidance if an entity obtains services that are part
of its information system from another organization.

8 Paragraph 12 of the appendix [paragraph .110] defines initiation, recording, processing, and
reporting as used throughout this section.
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.18 IT provides potential benefits of effectiveness and efficiency for an
entity’s internal control because it enables an entity to—

® (onsistently apply predefined business rules and perform complex
calculations in processing large volumes of transactions or data.

® Enhance the timeliness, availability, and accuracy of information.
® TFacilitate the additional analysis of information.

® Enhance the ability to monitor the performance of the entity’s activi-
ties and its policies and procedures.

Reduce the risk that controls will be circumvented.

Enhance the ability to achieve effective segregation of duties by
implementing security controls in applications, databases, and oper-
ating systems.

.19 IT also poses specific risks to an entity’s internal control, including—

® Reliance on systems or programs that are inaccurately processing
data, processing inaccurate data, or both.

® Unauthorized access to data that may result in destruction of data or
improper changes to data, including the recording of unauthorized or
nonexistent transactions or inaccurate recording of transactions.

Unauthorized changes to data in master files.
Unauthorized changes to systems or programs.

Failure to make necessary changes to systems or programs.
Inappropriate manual intervention.

Potential loss of data.

.20 The extent and nature of these risks to internal control vary depend-
ing on the nature and characteristics of the entity’s information system. For
example, multiple users, either external or internal, may access a common
database of information that affects financial reporting. In such circumstances,
a lack of control at a single user entry point might compromise the security of
the entire database, potentially resulting in improper changes to or destruction
of data. When IT personnel or users are given, or can gain, access privileges
beyond those necessary to perform their assigned duties, a breakdown in
segregation of duties can occur. This could result in unauthorized transactions
or changes to programs or data that affect the financial statements. Therefore,
the nature and characteristics of an entity’s use of IT in its information system
affect the entity’s internal control.

Limitations of an Entity’s Internal Control

.21 Internal control, no matter how well designed and operated, can
provide only reasonable assurance of achieving an entity’s control objectives.
The likelihood of achievement is affected by limitations inherent to internal
control. These include the realities that human judgment in decision-making
can be faulty and that breakdowns in internal control can occur because of
human failures such as simple errors or mistakes. For example, errors may
occur in designing, maintaining, or monitoring automated controls. If an
entity’s IT personnel do not completely understand how an order entry system
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processes sales transactions, they may erroneously design changes to the
system to process sales for a new line of products. On the other hand, such
changes may be correctly designed but misunderstood by individuals who
translate the design into program code. Errors also may occur in the use of
information produced by IT. For example, automated controls may be designed
to report transactions over a specified dollar limit for management review, but
individuals responsible for conducting the review may not understand the
purpose of such reports and, accordingly, may fail to review them or investigate
unusual items.

.22 Additionally, controls, whether manual or automated, can be circum-
vented by the collusion of two or more people or inappropriate management
override of internal control. For example, management may enter into side
agreements with customers that alter the terms and conditions of the entity’s
standard sales contract in ways that would preclude revenue recognition. Also,
edit routines in a software program that are designed to identify and report
transactions that exceed specified credit limits may be overridden or disabled.

.23 Internal control is influenced by the quantitative and qualitative
estimates and judgments made by management in evaluating the cost-benefit
relationship of an entity’s internal control. The cost of an entity’s internal
control should not exceed the benefits that are expected to be derived. Although
the cost-benefit relationship is a primary criterion that should be considered in
designing internal control, the precise measurement of costs and benefits
usually is not possible.

.24 Custom, culture, and the corporate governance system may inhibit
fraud, but they are not absolute deterrents. An effective control environment,
too, may help reduce the risk of fraud. For example, an effective board of
directors, audit committee, and internal audit function may constrain im-
proper conduct by management. Alternatively, the control environment may
reduce the effectiveness of other components. For example, when the nature of
management incentives increases the risk of material misstatement of finan-
cial statements, the effectiveness of control activities may be reduced.

Obtaining an Understanding of Internal Control

.25 In all audits, the auditor should obtain an understanding of each of
the five components of internal control sufficient to plan the audit. A sufficient
understanding is obtained by performing procedures to understand the design
of controls relevant to an audit of financial statements and determining
whether they have been placed in operation. In planning the audit, such
knowledge should be used to—

® Identify types of potential misstatement.
® Consider factors that affect the risk of material misstatement.

L Désign tests of controls, when applicable. Paragraphs .65 through .69
of this section discuss factors the auditor considers in determining
whether to perform tests of controls.

® Design substantive tests.

.26 The nature, timing, and extent of procedures the auditor chooses to
perform to obtain the understanding will vary depending on the size and
complexity of the entity, previous experience with the entity, the nature of the
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specific controls used by the entity including the entity’s use of IT, the nature
and extent of changes in systems and operations, and the nature of the entity’s
documentation of specific controls. For example, the understanding of risk
assessment needed to plan an audit for an entity operating in a relatively
stable environment may be limited. Also, the understanding of monitoring
needed to plan an audit for a small, noncomplex entity may be limited.
Similarly, the auditor may need only a limited understanding of control
activities to plan an audit for a noncomplex entity that has significant owner-
manager approval and review of transactions and accounting records. On the
other hand, the auditor may need a greater understanding of control activities
to plan an audit for an entity that has a large volume of revenue transactions
and that relies on IT to measure and bill for services based on a complex,
frequently changing rate structure.

.27 Whether a control has been placed in operation at a point in time is
different from its operating effectiveness over a period of time. In obtaining
knowledge about whether controls have been placed in operation, the auditor
determines that the entity is using them. Operating effectiveness, on the other
hand, is concerned with how the control (whether manual or automated) was
applied, the consistency with which it was applied, and by whom it was applied.
The auditor determines whether controls have been placed in operation as part
of the understanding of internal control necessary to plan the audit. The
auditor evaluates the operating effectiveness of controls as part of assessing
control risk, as discussed in paragraphs .62 through .83 of this section. Al-
though understanding internal control and assessing control risk are discussed
separately in this section, they may be performed concurrently in an audit.
Furthermore, some of the procedures performed to obtain the understanding
may provide evidential matter about the operating effectiveness of controls
relevant to certain assertions.

.28 The auditor’s understanding of internal control may sometimes raise
doubts about the auditability of an entity’s financial statements. Concerns
about the integrity of the entity’s management may be so serious as to cause
the auditor to conclude that the risk of management misrepresentation in the
financial statements is such that an audit cannot be conducted. Concerns about
the nature and extent of an entity’s records may cause the auditor to conclude
that it is unlikely that sufficient competent evidential matter will be available
to support an opinion on the financial statements.

Understanding of Internal Control Necessary to Plan the Audit

.29 In making a judgment about the understanding of internal control
necessary to plan the audit, the auditor considers the knowledge obtained from
other sources about the types of misstatement that could occur, the risk that
such misstatements may occur, and the factors that influence the design of
tests of controls, when applicable, and substantive tests. Other sources of such
knowledge include information from previous audits and the auditor’s under-
standing of the industry and market in which the entity operates. The auditor
also considers his or her assessment of inherent risk, judgments about materi-
ality, and the complexity and sophistication of the entity’s operations and
systems, including the extent to which the entity relies on manual controls or
on automated controls.

.30 In making a judgment about the understanding of internal control
necessary to plan the audit, the auditor also considers IT risks that could result
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in misstatements. For example, if an entity uses IT to perform complex
calculations, the entity receives the benefit of having the calculations consis-
tently performed. However, the use of IT also presents risks, such as the risk
that improperly authorized, incorrectly defined, or improperly implemented
changes to the system or programs performing the calculations, or to related
program tables or master files, could result in consistently performing those
calculations inaccurately. As an entity’s operations and systems become more
complex and sophisticated, it becomes more likely that the auditor would need
to increase his or her understanding of the internal control components to
obtain the understanding necessary to design tests of controls, when applica-
ble, and substantive tests.

.31 The auditor should consider whether specialized skills are needed for
the auditor to determine the effect of IT on the audit, to understand the IT
controls, or'to design and perform tests of IT controls or substantive tests. A
professional possessing IT skills may be either on the auditor’s staff or an
outside professional. In determining whether such a professional is needed on
the audit team, the auditor considers factors such as the following:

® The complexity of the entity’s systems and IT controls and the manner
in which they are used in conducting the entity’s business

® The significance of changes made to existing systems, or the imple-
mentation of new systems

The extent to which data is shared among systems
The extent of the entity’s participation in electronic commerce
The entity’s use of emerging technologies

The significance of audit evidence that is available only in electronic
form

.32 Procedures that the auditor may assign to a professional possessing
IT skills include inquiring of an entity’s IT personnel how data and transac-
tions are initiated, recorded, processed, and reported and how IT controls are
designed; inspecting systems documentation; observing the operation of IT
controls; and planning and performing tests of IT controls. If the use of a
professional possessing IT skills is planned, the auditor should have sufficient
IT-related knowledge to communicate the audit objectives to the professional,
to evaluate whether the specified procedures will meet the auditor’s objectives,
and to evaluate the results of the procedures as they relate to the nature,
timing, and extent of other planned audit procedures.?

.33 Paragraphs .34 through .57 of this section provide an overview of the
five internal control components and the auditor’s understanding of the com-
ponents relating to a financial statement audit. A more detailed discussion of
these components is provided in the appendix [paragraph .1101.

Control Environment

.34 The control environment sets the tone of an organization, influencing
the control consciousness of its people. It is the foundation for all other
components of internal control, providing discipline and structure. Control
environment factors include the following:

a. Integrity and ethical values
b. Commitment to competence

9 See section 311, Planning and Supervision, paragraph .10.
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Board of directors or audit committee participation

S

Management’s philosophy and operating style
e. Organizational structure

f.  Assignment of authority and responsibility

g.  Human resource policies and practices

.35 The auditor should obtain sufficient knowledge of the control environ-
ment to understand management’s and the board of directors’ attitude, aware-
ness, and actions concerning the control environment, considering both the
substance of controls and their collective effect. The auditor should concentrate
on the substance of controls rather than their form, because controls may be
established but not acted upon. For example, management may establish a
formal code of conduct but act in a manner that condones violations of that code.

.36 When obtaining an understanding of the control environment, the
auditor considers the collective effect on the control environment of strengths
and weaknesses in various control environment factors. Management’s
strengths and weaknesses may have a pervasive effect on internal control. For
example, owner-manager controls may mitigate a lack of segregation of duties
in a small business, or an active and independent board of directors may
influence the philosophy and operating style of senior management in larger
entities. Alternatively, management’s failure to commit sufficient resources to
address security risks presented by IT may adversely affect internal control by
allowing improper changes to be made to computer programs or to data, or by
allowing unauthorized transactions to be processed. Similarly, human re-
source policies and practices directed toward hiring competent financial, ac-
counting, and IT personnel may not mitigate a strong bias by top management
to overstate earnings.

Risk Assessment

.87 An entity’s risk assessment for financial reporting purposes is its
identification, analysis, and management of risks relevant to the preparation
of financial statements that are fairly presented in conformity with generally
accepted accounting principles. For example, risk assessment may address
how the entity considers the possibility of unrecorded transactions or identifies
and analyzes significant estimates recorded in the financial statements. Risks
relevant to reliable financial reporting also relate to specific events or transactions.

.38 Risks relevant to financial reporting include external and internal
events and circumstances that may occur and adversely affect an entity’s
ability to initiate, record, process, and report financial data consistent with the
assertions of management in the financial statements.!® Risks can arise or
change due to circumstances such as the following:

@ Changes in operating environment
New personnel

New or yrevamped information systems
Rapid growth

New technology

New business models, products, or activities

10 These assertions are discussed in section 326.
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® Corporate restructurings
® FExpanded foreign operations
® New accounting pronouncements

.39 The auditor should obtain sufficient knowledge of the entity’s risk
assessment process to understand how management considers risks relevant
to financial reporting objectives and decides about actions fo address those
risks. This knowledge might include understanding how management identi-
fies risks, estimates the significance of the risks, assesses the likelihood of their
occurrence, and relates them to financial reporting. The use of IT may be an
important element in an entity’s risk assessment process, including providing
timely information to facilitate the identification and management of risks.

.40 An entity’s risk assessment differs from the auditor’s consideration of
audit risk in a financial statement audit. The purpose of an entity’s risk
assessment is to identify, analyze, and manage risks that affect entity objec-
tives. In a financial statement audit, the auditor assesses inherent and control
risks to evaluate the likelihood that material misstatements could occur in the
financial statements.

Control Activities

.41 Control activities are the policies and procedures that help ensure
that management directives are carried out. They help ensure that necessary
actions are taken to address risks to achievement of the entity’s objectives.
Control activities, whether automated or manual, have various objectives and
are applied at various organizational and functional levels. Generally, control
activities that may be relevant to an audit may be categorized as policies and
procedures that pertain to the following:

Performance reviews

Information processing
® Physical controls
® Segregation of duties

.42 The auditor should obtain an understanding of those control activities
relevant to planning the audit. As the auditor obtains an understanding of the
other components, he or she is also likely to obtain knowledge about some
control activities. For example, in obtaining an understanding of the docu-
ments, records, and processing steps in the financial reporting information
system that pertain to cash, the auditor is likely to become aware of whether
bank accounts are reconciled. The auditor should consider the knowledge about
the presence or absence of control activities obtained from the understanding
of the other components in determining whether it is necessary to devote
additional attention to obtaining an understanding of control activities to plan
the audit. Ordinarily, audit planning does not require an understanding of the
control activities related to each account balance, transaction class, and disclo-
sure component in the financial statements or to every assertion relevant to them.

.43 The auditor should obtain an understanding of how IT affects control
activities that are relevant to planning the audit. Some entities and auditors
may view the IT control activities in terms of application controls and general
controls. Application controls apply to the processing of individual applica-
tions. Accordingly, application controls relate to the use of IT to initiate, record,
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process, and report transactions or other financial data. These controls help
ensure that transactions occurred, are authorized, and are completely and
accurately recorded and processed. Examples include edit checks ofinput data,
numerical sequence checks, and manual follow-up of exception reports.

.44 Application controls may be performed by IT (for example, automated
reconciliation of subsystems) or by individuals. When application controls are
performed by people interacting with IT, they may be referred to as user
controls. The effectiveness of user controls, such as reviews of computer-
produced exception reports or other information produced by IT, may depend
on the accuracy of the information produced. For example, a user may review
an exception report to identify credit sales over a customer’s authorized credit
limit without performing procedures to verify its accuracy. In such cases, the
effectiveness of the user control (that is, the review of the exception report)
depends on both the effectiveness of the user review and the accuracy of the
information in the report produced by IT.

.45 General controls are policies and procedures that relate to many
applications and support the effective functioning of application controls by
helping to ensure the continued proper operation of information systems.
General controls commonly include controls over data center and network
operations; system software acquisition and maintenance; access security; and
application system acquisition, development, and maintenance.

.46 The use of IT affects the way that control activities are implemented.
For example, when IT is used in an information system, segregation of duties
often is achieved by implementing security controls.

Information and Communication

.47 The information system relevant to financial reporting objectives,
which includes the accounting system, consists of the procedures, whether
automated or manual, and records established to initiate, record, process, and
report entity transactions (as well as events and conditions) and to maintain
accountability for the related assets, liabilities, and equity. The quality of
system-generated information affects management’s ability to make appropri-
ate decisions in controlling the entity’s activities and to prepare reliable
financial reports.

.48 Communication involves providing an understanding of individual roles
and responsibilities pertaining to internal control over financial reporting.

49 The auditor should obtain sufficient knowledge of the information
system relevant to financial reporting to understand—

® The classes of transactions in the entity’s operations that are signifi-
cant to the financial statements.

® The procedures, both automated and manual, by which transactions
are initiated, recorded, processed, and reported from their occurrence
to their inclusion in the financial statements.

® The related accounting records, whether electronic or manual, sup-
porting information, and specific accounts in the financial statements
involved in initiating, recording, processing, and reporting transactions.

® How the information system captures other events and conditions that
are significant to the financial statements.

® The financial reporting process used to prepare the entity’s financial
statements, including significant accounting estimates and disclosures.
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.50 When IT is used to initiate, record, process, or report transactions or
other financial data for inclusion in financial statements, the systems and
programs may include controls related to the corresponding assertions for
significant accounts or may be critical to the effective functioning of manual
controls that depend on IT.

.51 In obtaining an understanding of the financial reporting process, the
auditor should understand the automated and manual procedures an entity
uses to prepare financial statements and related disclosures, and how mis-
statements may occur. Such procedures include—

® The procedures used to enter transaction totals into the general ledger.
In some information systems, IT may be used to automatically transfer
such information from transaction processing systems to general
ledger or financial reporting systems. The automated processes and
controls in such systems may reduce the risk of inadvertent error but
do not overcome the risk that individuals may inappropriately over-
ride such automated processes, for example, by changing the amounts
being automatically passed to the general ledger or financial reporting
system. Furthermore, in planning the audit, the auditor should be
aware that when IT is used to automatically transfer information
there may be little or no visible evidence of such intervention in the
information systems.

®  The procedures used to initiate, record, and process journal entries in
the general ledger. An entity’s financial reporting process used to
prepare the financial statements typically includes the use of standard
journal entries that are required on a recurring basis to record trans-
actions such as monthly sales, purchases, and cash disbursements, or
to record accounting estimates that are periodically made by manage-
ment such as changes in the estimate of uncollectible accounts receiv-
able. An entity’s financial reporting process also includes the use of
nonstandard journal entries to record nonrecurring or unusual trans-
actions or adjustments such as a business combination or disposal, or
a nonrecurring estimate such as an asset impairment. In manual,
paper-based general ledger systems, such journal entries may be
identified through inspection of ledgers, journals, and supporting
documentation. However, when IT is used to maintain the general
ledger and prepare financial statements, such entries may exist only
in electronic form and may be more difficult to identify through
physical inspection of printed documents.

®  Other procedures used to record recurring and nonrecurring adjust-
ments to the financial statements. These are procedures that are not
reflected in formal journal entries, such as consolidating adjustments,
report combinations, and reclassifications.

52 THe auditor also should obtain sufficient knowledge of the means the
entity uses to communicate financial reporting roles and responsibilities and
significant matters relating to financial reporting.

Monitoring

.53 Animportant management responsibility is to establish and maintain
internal control. Management monitors controls to consider whether they are
operating as intended and that they are modified as appropriate for changes in
conditions.
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.54 Monitoring is a process that assesses the quality of internal control
performance over time. It involves assessing the design and operation of
controls on a timely basis and taking necessary corrective actions. This process
is accomplished through ongoing activities, separate evaluations, or a combi-
nation of the two. In many entities, internal auditors or personnel performing
similar functions contribute to the monitoring of an entity’s activities. Moni-
toring activities may include using information from communications from
external parties such as customer complaints and regulator comments that
may indicate problems or highlight areas in need of improvement. In many
entities, much of the information used in monitoring may be produced by the
entity’s information system. If management assumes that data used for moni-
toring are accurate without having a basis for that assumption, errors may
exist in the information, potentially leading management to incorrect conclu-
sions from its monitoring activities.

.55 The auditor should obtain sufficient knowledge of the major types of
activities the entity uses to monitor internal control over financial reporting,
including the source of the information related to those activities, and how
those activities are used to initiate corrective actions. When obtaining an
understanding of the internal audit function, the auditor should follow the
guidance in section 322, The Auditor’s Consideration of the Internal Audit
Function in an Audit of Financial Statements, paragraphs .04 through .08.

Application to Small and Midsized Entities

.56 The way in which the objectives of internal control are achieved will
vary based on an entity’s size and complexity, among other considerations.
Specifically, small and midsized entities may use less formal means to ensure
that internal control objectives are achieved. For example, smaller entities
with active management involvement in the financial reporting process may
not have extensive descriptions of accounting procedures, sophisticated infor-
mation systems, or written policies. Smaller entities may not have a written
code of conduct but, instead, develop a culture that emphasizes the importance
of integrity and ethical behavior through oral communication and by manage-
ment example. Similarly, smaller entities may not have an independent or
outside member on their board of directors.

.57 When small or midsized entities are involved in complex transactions
or are subject to legal and regulatory requirements also found in larger
entities, more formal means of ensuring that internal control objectives are
achieved may be present. Also, small and midsized entities may use IT in
various ways to achieve their objectives. For example, a small entity may use
sophisticated applications of IT as part of its information system. The impact
of IT on an entity’s internal control is related more to the nature and complex-
ity of the systems in use than to the entity’s size.

Procedures to Obtain Understanding

.58 In obtaining an understanding of controls that are relevant to audit
planning, the auditor should perform procedures to obtain sufficient knowl-
edge about the design of the relevant controls pertaining to each of the five
internal control components and determine whether they have been placed in
operation. This knowledge is ordinarily obtained through previous experience
with the entity and procedures such as inquiries 